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ECONOMIC EFFECTS 
OF PAYROLL TAXES 


By WILLIAM J. SHULTZ 


HE PAYROLL TAX is a relative newcomer 

to our fiscal systems and the literature upon it 

is correspondingly slim. Discussions of its 
incidence and economic effects are few and, with one 
exception,’ superficial. Confusion has arisen because 
of failure to separate analysis of the payroll tax from 
the social security benefits so far associated with it in 
the United States, and because of failure to distin- 
guish between its long-run tendencies and its transi- 
tion effects. 

The analysis that follows endeavors to avoid this 
confusion by separate treatment of these different 
issues. Part I is limited to the long-term economic 
tendencies set into operation by the imposition of a 
payroll tax exclusive of any association with social 
security benefits. Part II presents the transition 
effects associated with adjustment of the business 
system to the tax. In both of these sections, the 
payroll tax is analyzed in an absolute sense, without 
relation to alternative taxes that might be imposed to 
yield an equivalent revenue. In Part III a comparison 
is made between the conclusions as to the effects of 
a payroll tax and those of possible alternative taxes. 
Part IV presents the considerations that arise from 
association of payroll taxes with social security benefits. 

In interpreting the conclusions stated, it should be 
borne in mind that the quantitative influence of a 
moderate-rate payroll tax on wage rates, on prices and 
on employment is relatively slight—far less significant 
than the effects of various inventions, of business 
cycles, and of wars. Any effects of payroil taxes on 
the American economic pattern, therefore, are overlaid 
and concealed by the operation of these more signifi- 
cant influences. There is no possibility of statistically 
isolating the wage, employment, and price effects of 
the American payroll taxes so far imposed in order to 
test conclusions achieved by deductive analysis. The 
entire inquiry into the incidence and effects of payroll 
taxes must remain upon a deductive basis, and its 
conclusions must be stated in terms of the tendencies 
of the tax. 


PART I 
Long-Run Tendencies of Payroll Taxes 


The best analytical tool for establishing the long- 
run tendencies of a general payroll tax is the marginal 
productivity-cost concept,? utilized to account for a 
shift in equilibria resulting from the imposition of 


1Seymour E. Harris, Economics of Social Security (McGraw-Hill 
Book Co., 1941), Part III. 

2? By basing productivity and cost analysis in this section on dollar 
rather than physical unit terms, price level changes can be trans- 
lated into shifts of the marginal productivity curves. 

For long-term analysis, which presupposes complete interadapt- 
ability of the factors of production, we can employ productivity 
curves based on the output of the tested factor in combination with 
fixed amounts of the other factors. 





the tax. Denoting labor as factor a, and the other 
factors of production as b,c, . . . nm, we may state that 
there is an over-operative tendency for the factors of 
production to be so-combined in the various lines of 
business that, at the point of utilization of each factor, 


marg. prod. marg.prod. 
a -— =~ = b —————- =... .n 
marg. cost marg. cost 


marg. prod. 





marg. cost 


For competitive sectors of the industrial system, the 
tendency of these equal ratios is to approach 1. For 
monopolistic and imperfectly competitive sectors, the 
ratios may remain higher than 1, but their tendency 
toward equality is the same. 

Whenever an extraneous element changes either the 
marginal productivity curve or the marginal cost 
curve of any factor, thus making its marginal produc- 
tivity-cost ratio different from those of the other 
factors, incentive is given to change the proportions 
of the different factors employed in the productive 
process, until a new set of equal marginal produc- 
tivity-cost ratios at the points of utilization is estab- 
lished. The marginal costs of the factors as utilized 
are changed in varying degrees in this readjustment 
according to the relative elasticities of their supplies, 
as their utilization points shift along their marginal 
cost curves. Their marginal productivities at the 
points of utilization are changed because (1) their 
marginal productivity curves depend—technical eff- 
ciency in the use of each factor being presumed un- 
changed by the readjustment on the proportional 
combination of each factor with the other, (2) because 
prices—related in either a perfectly or imperfectly 
competitive system to costs—must accommodate the 
changes in costs* and thereby redetermine marginal 
productivity curves, and (3) because the utilization 
points of the factors shift along these redetermined 
marginal productivity curves. 

Thus imposition of a general payroll tax paid by 
employers, or one paid by employees and initially 
shifted to employers through wage increases,‘ raises 
the labor marginal cost curve generally. Consequently 
marginal labor cost at the existing point of labor 
utilization is shifted upward. The initial step toward 
restoring the ratios to parity is to reduce employment 
and correspondingly increase mechanization and the 
use of other production factors. The extent to which 
such disemployment and related increase in the use 
of other factors will be necessary depends, in the first 
instance, on the relative rigidity of wage scales. If 
wage scales are relatively flexible (i. e., if the labor 
marginal cost curve in the sector of variation tends 

’ For convenience of exposition, sufficient monetary elasticity to 
ensure monetary neutrality is assumed throughout Part I of this 
analysis. Thus changes in relative wage rates, other-factor costs, 
and prices are translated directly into corresponding changes in 
dollar wage rates, other-factor costs, and prices. Other monetary 
assumptions are possible. They would not change the conclusions 
of this analysis as to relative wage rates, other-factor costs, and 
prices. They would, however, raise extraneous problems of mone- 
tary readjustment, and so are avoided. 

4 Frictions in wage adjustment would make considerable difference 
in the initial location of the burden of an employee payroll tax as 
against that of an employer payroll tax during the transition period. 
This circumstance is discussed in Part II of this analysis. The long- 


term tendency of the two forms of payroll taxation, however, would 
be the same after frictions were exhausted. 
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toward the vertical), an initial disemployment leads 
to a substantial downward readjustment of wage rates, 
thereby offsetting the addition to the labor cost factor 
produced by the payroll tax. A new equilibrium in 
the utilization of the labor factor is reached with a 
slightly lower level of employment * and a wage rate 
lower by nearly the full amount of the payroll tax. 
This situation is demonstrated in Illustration I wherein 
the horizontal distance from I to II indicates the 
slight disemployment resulting from the readjustment 
to a payroll tax, and the vertical distance from a to b’ 
indicates the substantial reduction of wages resulting 
from the readjustment. If wage rates are relatively 
rigid, disemployment in the course of readjustment 
can proceed to a substantial extent without resulting 
in much downward revision of wage rates. This situ- 
ation is demonstrated in Illustration II, wherein the 
horizontal distance from I to II indicates the substan- 
tial disemployment resulting from the readjustment 
to a payroll tax, and the vertical distance from a to b’ 
indicates the slight reduction of wages resulting from 
the readjustment. 


Disemployment of labor in the readjustment under 
consideration is accomplished by a substitution of 
other factors of production. Such substitution in- 
volves an increase, possibly absolute, certainly rela- 
tive, in the utilization of the non-labor factors.’ 
Because of the lowered proportion of the labor factor 
combined with the other factors, the curves of their 
marginal productivities are lowered. The extent of 
this lowering of marginal productivity curves depends 
upon the relative disemployment of labor, which in 
turn, aS we have seen, depends upon the relative 
rigidity or flexibility of wage rates. Moreover, under 
conditions of increasing cost assumed in this analysis 
to be characteristic of the economy as a whole, in- 
crease in the utilization of the non-labor factors 
involves an increase of their costs, according to the 
relative elasticity of the supplies of these factors to 
their compensations (costs). This lowering of the 


5 Compensated, as indicated below, by a substitution of other pro- 
duction factors. 

6 While in the short run these other factors are often comple- 
mentary to the use of labor, and therefrom substitution is not prac- 
ticable, in the long run a competitive relation between labor and 
other factors may be assumed. 

7 According to the monetary circumstances involved in the transi- 
tion, consumption demand and the physical volume of production 
may remain unchanged, or may increase or decrease, as a conse- 
quence of the readjustment, Unchanged demand and production 
are the least probable result, but the most convenient for ex- 
pository purposes. Since the discussion relates to the relative utili- 
zation of production factors, which is the same for all results, the 
assumption of unchanged output involves no misleading consid- 
erations. 

8 The purchasing power flow absorbed by the payroll tax is as- 
sumed to be returned by the Government to the national economy 
through its expenditures, thus leaving the flow of purchasing power 
in that respect undisturbed. 

Under the assumption of monetary neutrality made in Part I of 
this study, the relationship between purchasing power flow and 
total costs of production would remain unchanged. Therefore there 
would be an upward shifting of the demand curve in view of the 
added factor payments involved in the readjustment as analyzed to 
this point. This would accommodate the price increase posted above. 

If monetary inelasticity be assumed, the harmonization of prices 
and costs could be accomplished by either of two developments. 
(1) Factor costs, including wages, could be reduced; in effect, the 
tax burden on marginal producers would be shifted backward to 
the factors of production. (2) Production could be reduced, thereby 
(on an assumption of increasing costs) reducing factor costs; at the 
same time prices would increase somewhat, since the inflexible 
money supply would be carrying a smaller business flow; the com- 
bination of lowered factor costs and raised prices would establish 
a new balance of costs and prices. 

The text conclusion is true for both perfectly and imperfectly 
competitive lines. In the former the entire cost increase would be 
covered by a price increase. In the latter there would be a tendency 
toward constriction of production and the price increase would be 
partial, according to the principles of monopoly pricing, with a 
compensating reduction of monopoly profit. 
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marginal productivity curves and increase of costs 
for the non-labor factors tends to produce an unstable 
relationship for their marginal productivity-cost ratios 
at the points of utilization that must be corrected by 
an increase of prices.2 This increase of prices has 
the effect of raising the marginal productivity curves 
(expressed in dollars) for all production factors, in- 
cluding labor. Meanwhile, labor’s marginal produc- 
tivity curve has already been raised by the circumstance 
that a smaller proportion of labor is being combined 
with larger proportions of the other factors. This 
double raising of the marginal productivity curve of 
labor changes the first equilibrium achieved by disem- 
ployment after imposition of the payroll tax. Less 
disemployment and less absorption of the tax by 
wages are now required to produce parity between 
the labor marginal productivity-cost ratio and those of 
the other production factors. This secondary read- 
justment of the labor factor, reducing the extent of dis- 
employment, necessarily involves reverse readjustments 
of the other factors, leading in turn to dimin- 
ishing subsequent readjustments until a new equi- 
librium is reached. This final equilibrium will involve 
the following changes resulting from the imposition 
of a payroll tax:® (1) a probable lowering of wage 
rates depending on the flexibility of wage scales; '° 
(2) a magnitude of disemployment inversely related 
to the lowering of wage rates; (3) an increase of non- 
labor costs of production inversely related to the low- 
ering of wage rates; and (4) an increase of prices 
inversely related to the lowering of wage rates. 

This analysis of the interaction of readjustments 
between the labor factor and other production factors 
is demonstrated in Illustration III. Illustration II, 
which demonstrated the initial labor factor adjust- 
ment to a payroll tax when wage scales are relatively 
rigid, is used as a basis for Part A of Illustration III. 
Superimposed upon it are the further readjustments 
of employment and wage rates that result from the 
increase of the marginal productivity curve for labor 
caused by the change in combination of the labor 
factor with other factors of production. Part B shows 
the readjustments that occur in one of the other pro- 
duction factors, including the lowering of its marginal 
productivity curve caused by the recombination of 


® These conclusions may be compared with the wide range of 
conclusions which have been reached by other writers dealing with 
this subject: R. Bauder, ‘‘Probable Incidence of Social Security 
Taxes,’’ American Economic Review, September 1936, pp. 464-465; 
H, G. Brown, The Economics of Taxation (1924), p. 176; J. D. 
Brown, ‘‘Economic Problems in the Provision of Security against 
Life Hazards of Workers,’’ American Economic Review, March 1940, 
p. 66; A. G. Buehler, Public Finance (2nd ed., 1940), p. 358. 

10 It is quite possible, under various assumptions of elasticity of 
the supply of the various production factors, that the price increase 
necessary to restore equilibrium might permit the paying of a 
monetary net wage to employed labor higher than that paid before 
imposition of the payroll tax. More or less disemployment, how- 
ever, would always be a necessary consequence of any readjustment 
resulting from some degree of flexibility of wage scales. 
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production factors, and the increase of price (trans- 
lated into a raised marginal productivity curve) neces- 
sary to cover the cost of the increased supply utilized 
as a result of the readjustment. The horizontal dis- 
tance from I to II in Part A indicates the initial effect 
of the payroll tax to produce disemployment, and the 
horizontal distance from I to III the ultimate disem- 
ployment tendency. The vertical distance from a to b’ 
indicates the initial effect of the tax to reduce dollar 
wages, and the vertical distance from a to c’ the ulti- 
mate wage reduction after all factor readjustments 
have been worked out. The vertical distances between 
lines P?P? and P*P* in both parts of the diagram repre- 
sent the price increase (relative to the prior marginal 
productivity curve) resulting from the readjustment 
of production factors. 

So far the argument has assumed a proportionate 
combination of labor and other production factors in 
all lines of business. This assumption is contrary to 
observable fact, and differences in the proportions of 
combination should now be taken into consideration. 
The more important the labor factor in any line of 
production, the greater is the labor cost burden (as- 
suming any given degree of wage scale rigidity 
through the industrial order) imposed on that indus- 
try by a payroll tax. . Since substitution of other fac- 
tors tends to be greater for such lines of production, 
the greater is the increase of costs caused by increased 
utilization of the other factors. Price increases to 
cover these increased costs have to be correspond- 
ingly greater than for lines of production originally 
involving smaller utilization of the labor factor. No 
matter what assumptions are made as to elasticity 
of commodity demand, the higher prices charged for 
the products of the high-labor-factor lines are certain 
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to cause a decline in the demand for these products 
which must eventually produce a contraction of the 
production in these lines. Consumption demand and 
production factors tend to be transferred in part to 


other lines of production until a new equilibrium is 
established. 


Two more assumptions heretofore implicit in the 
argument, that may now be dropped, are (1) that all 
producers in a competitive line operate at the same 
marginal minimum profit, and (2) that they all employ 
the same proportionate combination of labor and 
other factors. In practice we recognize in most lines 
of production the existence of infra-marginal produc- 
ers with “surplus” profit margins that can be en- 
croached upon without industrial dislocation. We 
also recognize wide variations in the combination of 
labor with other factors in individual lines of pro- 
duction.44 In instances where the high-labor-factor 
producers in any line are infra-marginal, the extra 
increase of cost in their cases caused by adjustment 
to the payroll tax can not be compensated by a corre- 
sponding price increase, and their “surplus” profits 
are correspondingly reduced. The effect of the tax, 
then, is less on prices than on profits. In instances 
where the high-labor-factor producers in a line are 





11 Some indication of the disparities in combination of labor with 
other production factors is given by the following ratios of wage 
and salary payments to ‘“‘value added by manufacture’’ for six 
selected industries, derived from the 1939 Census of Manufactures: 
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marginal, their extra costs must be compensated by 
price increases; in the terminology used earlier in this 
analysis, this price increase to accommodate marginal 
producers operates as a raising of the marginal pro- 
ductivity curves for all the production factors em- 
ployed by the infra-marginal competitors without a 
corresponding increase of their marginal cost curves, 
so that in the final readjustment their “surplus” profit 
is increased. Under such circumstances the payroll 
tax has a more marked effect on prices, and increases 
profits. It is believed that this second situation is 
more characteristic of the American productive system. 


Conclusions as to Long-Term Tendencies 


On the basis of this marginal productivity-cost 
analysis, we may posit the following conclusions as 
to the long-term tendencies of a general payroll tax: 

1. To the extent that wage rates are flexible and 
can vary so as to accommodate full employment, im- 
position of a payroll tax (including one paid by em- 
ployers) tends to reduce wages with but little effect 
on employment, volume of production, or prices. 


2. To the extent that wage rates are rigid, imposi- 
tion of a payroll tax tends to produce a readjustment 
in the utilization of the production factors. Included 
in this readjustment are disemployment of labor, in- 
creased mechanization, higher interest rates, and im- 
proved managerial techniques. Under an increasing-cost 
economy, increased use of the non-labor factors of 
production, combined with the higher cost of the labor 
factor produced by the tax, tends to cause an increase 
of prices. Labor elements that continue to be em- 
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ployed may maintain their wage rates relatively unim- 
paired ; increased prices resulting from the readjustment 
tend to reduce the purchasing power of these wage 
rates, however, but a net balance of advantage remains 
to employed labor as against complete absorption of 
the tax. 


3. The experience of the 1930’s indicates that 
American wage scales embody considerable long-term 
inflexibility. Therefore the presumption must be that 
imposition of a general payroll tax in this country 
operates only partially to reduce wage rates and must 
eventually tend toward some readjustment of the pro- 
ductive system, involving mechanization, disemploy- 
ment, and some price increase. 

4. Conclusions are the same for production under 
perfect competition and imperfect competition or 
monopoly, except that in the latter case increased 
costs resulting from more extensive use of non-labor 
factors are not translated completely into price in- 
crease, but also result in some constriction of pro- 
duction and some reduction of profit. This circumstance, 
in turn, involves a somewhat greater disemployment 
and the maintenance of somewhat higher wage scales 
than when the tax applies in a perfectly competitive 
field of production. 

5. Prices will be raised more, production will con- 
tract, and disemployment will be greater, for those 
lines of production where the labor factor is relatively 
more important. This will be compensated by inverse 
developments in lines where the labor factor is rela- 
tively less important. 


[Mr. Schultz’s article is continued on page 37] 



























































































By ERWIN N. GRISWOLD 


Co-ordinating Federal Income, Estate 


Professor Erwin WN. Griswald, of the Harvard Law 
School, addressed the National Tax Association, at Chi- 
cago in November on this same subject. Professor Gris- 
wald says he has long been a disciple of Mr. Scott. He 
feels that the trust is one of the great inventions of our 
law, which should not be eliminated by the stern necessi- 
ties of taxing statutes. 


HE coordination of state and 
federal taxes within the county 
is of concern to legislators, law- 
yers — accountants — business men, 
economists, and taxpayers in a vary- 
ing degree according to the intensity 
of their interest. We have many 
taxes imposed by both state and fed- 
eral governments on the same sub- 
ject, such as income, inheritance, 
gasoline. We have also the problem 
of multiple taxation of the same property interests by 
several states. This has at various times been acute 
with respect to inheritance taxes, and it has caused a 
good deal of trouble and unfairness in the matter of state 
taxes on income. In many fields of state taxation we 
have to deal with the complicated, though now relaxing, 
restrictions resulting from the commerce clause of the 
Federal Constitution. An individual or a business can 
avoid many of these problems by confining its activities 
within a single state. Thus, our taxing system often 
exerts pressure toward what has been called the Balkan- 
izing of the United States. This is generally recognized 
to be a very unfortunate tendency, but the problem 
has been an intractable one. At times, one may hope 
that it is slowly working itself out. But one has to 
be an optimist if he can hold this view for long.’ 
In this article, I want to point out, still another 
problem of coordination. This is in some ways 
fully as intricate as the problem of state and federal 
tax coordination. It should, however, be easier to 
resolve, because it is primarily subject to one admin- 
istrative authority and one legislative authority. It 
involves coordination wholly within the federal tax- 
ing system, and thus it can be dealt with by the 
Treasury and by Congress. What I am going to deal 
with is the problem of the coordination of federal 
income, estate, and gift tax provisions with respect 
to trusts and other transfers of property. 


In the opening section of his treatise on Trusts, 
Mr. Scott makes special reference to the flexibility 
of the trust device. “A trust can be created for any 
purpose which is not illegal, which is not against 
public policy. The duties of the trustee are such as 
the creator of the trust may choose to impose; the 
interests of the beneficiaries are such as he may choose 
to confer upon them.” ? This versatility of the trust 
is a great advantage, as far as the trust itself is con- 
cerned. But when the trust, in all its variations, meets 
up with the modern federal taxing statutes a picture 
of the greatest confusion results. 











‘These general problems are dealt with comprehensively in the 
Report of the Committee on Intergovernmental Fiscal Relations, 
Treasury Department, Washington, D. C., issued January 1, 1943. 

21 Scott, Trusts (1939) 2. 
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Taxes in Frequent Contact with Trusts 


There are three major federal taxes which come 
into frequent contact with trusts and other transfers. 
These are the income tax, the estate tax, and the gift 
tax. The first two of these have special provisions 
dealing expressly with the taxation of trusts. In the 
income tax, these are found in sections 166 and 167 
of the Internal Revenue Code. In the estate tax they 
are found in sections 81l(c) and (d) of the Code. 
These provisions, however, are not the same. They 
were worded somewhat differently in the first place, 
and each has had a more or less independent history. 
And when we come to the gift tax there are no provi- 
sions in the statute dealing specifically with trusts. 
Here the development has been left to the courts with 
not always happy results. 

The consequence of this diversity in the organiza- 
tion of the law is a great incongruity and uncertainty 
in the actual application of the taxes to property 
transferred in trust.2 Thus, if a person creates a trust, 
reserving the right to revoke it with the consent of 
the beneficiary of the income, the grantor is not tax- 
able on the income, because section 166 says he shall 
not be taxable if his power to revoke is subject to the 
consent of a person having a substantial adverse 
interest. On the other hand, when the grantor dies, 
the trust property is includable in his gross estate, 
because section 811(d) imposes the estate tax where 
there is a power to revoke with the consent of any- 
one.* Thus we have the grantor free from income tax 
on property which nevertheless remains a part of 
his estate. 


Certain Gifts Subject to Income Tax 


These diversities may be multiplied. Where a per- 
son creates a trust the income of which is to be used 
to pay premiums on insurance on his own life, he 
is taxable on the income. It is so provided by sec- 
tion 167 of the Code, and this result has been sustained 
by the Supreme Court.® It has been held, however, 
that the value of the property in such a trust is not 
subject to estate tax. And it has likewise been held 
that the full value of the property transferred on such 
a trust is subject to the gift tax... Thus we have a 
situation where a person is required to pay a gift tax 
on property because he has transferred it away, and 
yet he is still subject to the income tax. Last year 
the Supreme Court disregarded Treasury practice and 
held in the Stuart * case that the income of a trust is 
taxable to the grantor if the trustee may use it for the 
support of the grantor’s minor children. But the Tax 
Court has recently held that the property transferred 
on such a trust is not to be included in the grantor’s 
estate on his death. From this it follows presumably 

% Many of these questions are discussed in 2 Paul, Federal] Estate 
and Gift Taxation (1942) c. 17, especially $§ 17.03, and following. 
See also Warren, Correlation of Gift and Estate Taxes (1941) 55 
Harv. L. Rev. 1; Greenfield, Correlation of Federal Income, Estate 


and Gift Taxes (1942) 16 Temple L. Q. 194. 

*See Helvering v. City Bank Farmers Trust Co., 296 U. S. 85 
(1935). 

5 Burnet v. Wells, 289 U. S. 670 (1933). 

8 Estate of Sanson, 36 B. T. A. 651 (1937). 

* Commissioner v. Beck’s Estate, 129 F. (2d) 243 (C. C. A. 2d, 
1942). 

8 Helvering v. Stuart, 317 U.S. 154 (1942). 

® Estate of Douglas, 2 T. C. 487 (1943). 
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and Gift Taxes 


that a gift tax is due on the creation of such a trust. 
Again we have a situation where a person must pay 
a gift tax on the entire value of property although he 
remains fully taxable on the income from the property 
after he has made the gifts. Many more instances of 
this sort could be given, running through the range 
of Clifford trusts,?° Hallock trusts,“ transfers reserving 
a life interest, alimony trusts, the creation of joint 
interests or tenancies by the entireties,’? and so on 
through the endless varieties of provisions which may 
be included in trusts. 


The incongruity is not so bad. Perhaps no one but 
a professor seeking symmetry and harmony through- 
out the law would worry himself unduly about it. But 
the uncertainty which these diversities create is very 
bad. There are many places in the income, estate and 
gift taxes where no one can tell with any degree of 
assurance what the tax consequences of a particular 
transfer may be. This leads not only to extended, 
intricate, and more or less bootless litigation about 
past transfers, but it also means that lawyers must 
be very hesitant about advising the creation of any 
new trust. Many a trust has been created in the past 
with some clause which seemed harmless at the time, 
but which turned out later to be fatal so far as one or 
another of the taxes was concerned. It is not merely 
a question of knowing the law now. That is hard 
enough. It is a problem of guessing how the law will 
stand three, six or ten years from now. Experience 
has shown that that is very dangerous. 

This, then, is the problem. Is there anything that 
we can do about it? One way to handle it would be 
to go over the existing statutes and remove certain 
of the inconsistencies which they contain. Then we 
can add some new provisions to take care of some of 
the special types of trusts to which I have referred, 
and then sit back to see how it works out. This sort 
of tinkering with the statutes seems to me to be of 
doubtful utility. It would undoubtedly help some, 
and it would be worth doing if we can do no more. 
But my own thought is that we can do more by 
undertaking to coordinate the income, estate and gift 
tax provisions with respect to transfers and trusts, so 
that a single test will in each case determine the 
application of each of the taxes to any particular trust 
or transfer. 


Greater Detail in Rules for Imposition of Tax Needed 


I have already put into print a suggested draft of 
how such a coordination might be carried out. Of 
course the proposals there made can be improved upon. 
One of the reasons for publishing them was the hope 
that others might go over them and make them better. 
I need not go into the details of the plan here but will 
simply outline its general scope and method. 





See Helvering v. Clifford, 309 U. S. 331 (1940), involving an 
irrevocable trust for a short period and with large powers of 
control retained to the grantor. 


See Helvering v. Hallock, 309 U. S. 106 (1940), involving a 
transfer with the retention of a reversionary interest. 


2 Cf. Lilly v. Smith, 96 F. (2d) 341 (C. C. A. 7th, 1938), cer- 
tiorari denied, 305 U. S. 604 (1938); Commissioner v. Hart, 106 F. 
(2d) 269 (C. C. A. 3d, 1939). 


13 Griswold, A Plan for the Coordination of the Income, Estate, 


and Gift Tax Provisions with Respect to Trusts and Other Transfers 
(1942) 56 Harv. L. Rev. 337. 


The underlying basis of the proposals made is that 
the statute should prescribe in greater detail the rules 
for the imposition of the income tax with respect to 
every sort of transfer. In general, it seems to me, 
that a person may fairly be made subject to the income 
tax on any property which he has transferred, until 
he has completely divested himself of any interest 
in it. This would be harsh as applied to many past 
transfers, and so the plan I propose would be appli- 
cable only to transfers made after it went into effect. 
With such a law already on the books, it would not 
be too much, it seems. to me, to tell any grantor that 
he can avoid the income tax on any property which 
he owns only by making an outright transfer by 
which he reserves no interest in the property of any 
sort. He can still make transfers with an interest 
reserved, if he chooses, but they will not be effective 
to eliminate his income tax. He may decide before 
he makes the transfer whether the benefit he desires 
to reserve is sufficiently important to make it worth 
the income tax. 

With this sort of a provision put into the income 
tax statutes, the estate and gift tax sections with re- 
spect to trusts can be put into very simple form. The 
gift tax law would provide that the gift tax is not 
payable as long as the grantor remains taxable on 
the income from property, and that the gift tax is 
payable whenever the grantor ceases to be taxable 
on the income, except at his death. And the estate 
tax provision would simply say that the estate tax is 
due wherever the grantor was taxable on the income 
from the property at the time of his death. Thus, 
the estate and gift tax provision would merely in- 
corporate by reference the test applied in the income 
tax. A person would never pay gift tax until he 
ceased to be taxable on the income. If a transfer had 
been subjected to the gift tax, the grantor would not 
be taxed on its income, and it would not be subject 
to estate tax on his death. 

Such a plan, with whatever improvements may be 
supplied, would, I think, not only coordinate the three 
taxes as applied to trusts and transfers, but would also 
simplify the taxing statutes, and eliminate much of 
the uncertainty and confusion with which we are now 
plagued. There are a number of collateral problems 
which would have to be solved. One of these would 
be the question of the basis of property for the pur- 
pose of determining gain or loss on a sale. Another 
would be the possibility of eliminating the question of 
contemplation of death by providing that all gifts 
made within two years of death would be subject to 
the estate tax with a full credit for any gift tax that 
might have been paid. Such a provision would be 
logically indistinguishable from that held invalid in 
Heiner v. Donnan,"* but it hardly seems possible that 
that case would be followed now. 

It is far from clear that such a plan of coordination 
is the best approach to the problem. Some might 
think it too sweeping a change from our present sys- 
tem of haphazard confusion. Others might think it 
too orthodox a way to deal with such a complicated 
situation. In any event, however, we may be on 
the way toward making some attack on the difficulties. 
There are at least two committees recently appointed 
to carry on active study of the problem. One isa spe- 
cial committee of the Tax Section of the American 
Bar Association. The other is an advisory committee 
of lawyers which has been appointed by the Treasury 
Department. 
~ 285 U.S. 312 (1932). 
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This advisory committee has held one meeting to 
date. It was purely preliminary and exploratory, and 
no definite conclusions of any sort were reached 
either by the committee members or by the Treasury 
representatives who met with them. I am, therefore, 
in no position to make any statement on behalf of the 
committee, nor to indicate any definite views or con- 
clusions. I may, however, give some personal reac- 
tions for whatever they may be worth. 


In the first place, perhaps it would be fair to say 
that one might be able to detect an absence of con- 
cern in the Treasury for the present lack of coordina- 
tion, and uncertainty, so far as the relation of the 
income tax with the other two taxes is concerned. 
It may be thought in some quarters that trusts are 
mostly used as tax avoidance devices, and that no one 
is in a very good position to complain if he can not 
find certainty in such an attempt. Mr. Paul inquired 
several years ago “whether tax avoiders have any 
standing in court to demand that there be certainty.” *° 
Since I have long been a disciple of Mr. Scott, I find 
myself feeling that many trusts are legitimate, that 
the flexibility of the trust is one of the great inventions 
of our law which should not be eliminated even by 
the stern necessities of taxing statutes, and that it 
would be a real step forward to provide some cer- 
tainty for the legitimate creators of genuine trusts. 
Such an improvement in the certainty of our taxing 
statutes need not leave the door wide open for tax 
avoiders. Of course they will always have to be dealt 
with, and experience shows that their ingenuity in 
taking unintended advantage of provisions written 
into the statute is very great. But the courts for many 
years have followed the practice of construing the 
taxing statutes according to their substance rather 
than their letter, particularly where tax avoidance is 
involved. I wonder whether we have not reached 
a stage of maturity and experience with respect to the 
types of human situations to which trusts are applied 
so that we can write a statute which will leave very 
little scope for transactions which are not legitimate. 


Mr. Altman’s Proposal 


Even if we put the income tax aside, we still have 
the estate and gift tax to deal with. At the present 
time, many transfers are subject to both taxes.’® 
There is of course a credit against the estate tax for 
gift tax paid; but the credit is not complete, and often 
works out quite unfairly. There is great uncertainty, 
and much litigation as to when the gift tax is due, 
particularly where the alleged gift arises out of a 
transfer involving some sort of a power, or the re- 
lease of such a power. It has been forcefully sug- 
gested that we could eliminate some of these problems 
and simplify the taxing provisions by integrating the 
gift and estate taxes into one cumulative tax on all 
transfers. Under this plan, the estate tax would sim- 
ply be the final instalment of the gift tax, falling into 





% Paul, Revocable Trusts and the Income Tax, in Studies in Fed- 
eral Taxation, Third Series (1940) 166, 211. 

% The notion, based on the unfortunate decision in Estate of 
Sanford v. Commissioner, 308 U. S. 39 (1939), that the two: taxes 
are mutually exclusive, except in the case of gifts in contempla- 
tion of death, has now been repudiated by Smith v. Shaughnessy, 
318 U. S. 176 (1943), and Robinette v. Helvering, 318 U. S. 184 
(1943). 

% Altman, Integration of Gift and Estate Taxes, in Proc. Nat. 
Tax Ass'n (1939) 416. See also Altman, Combining Gift and Estate 
Taxes (1938) 16 Tax Mag. 259; Altman, Integration of the Estate 
and Gift Taxes (1940) 7 Law & Contemp. Prob. 331. See also 
Harriss, Gift Taxation in the United States (1940) 157; Magill, 
Federal Regulation of Family Settlements (1937) 4 U. of Chi. L. 
Rev. 265; Magill, The Impact of Federal Taxes (1943) 31-32. 
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the rate bracket determined by the aggregation of all 
the intervivos gifts with the property left at death. 
Such a plan of integration was advocated by Mr. 
Altman several years ago.” 

Although this plan would eliminate certain trouble- 
some questions, such as that of contemplation of 
death, it would still leave a number of problems. In 
the first place, it would still be necessary to determine 
in a great many cases just when a transfer inter vivos 
had reached the stage that it was so far completed 
as to make it subject to the transfer tax. The com- 
bination of the two taxes would also mean a substan- 
tial increase in many cases in the amount of tax 
payable at the time of death, since the property left 
then would be taxed at rates fixed in part by the 
amount of property which had been transferred before 
death. It might be desirable to allow a second ex- 
emption at the time of death in order to ease the 
burden then somewhat. This problem might be par- 
ticularly serious in the case of an individual who had 
given much away during prosperous years and then 
died with several dependents and a very small estate. 

Going even farther than this, it has been suggested 
that all three of the taxes should be integrated into 
one comprehensive tax on all receipts. Thus every- 
thing which a person took in during a year, whether 
by way of income, or as donee or legatee or by inheri- 
tance would be treated together and taxed as a unit.’® 
Apart from possible legal and constitutional ques- 
tions, such a scheme would run into very practical 
difficulties in trying to make some allowance so that 
the application of the graduated tax rates to an in- 
heritance, which ordinarily would be bunched into 
one year, would not be ruinous for many taxpayers. 
The Income Tax Act of 1894 did provide that inheri- 
tances should be taxed as income, but this never went 
into effect, and we have no basis in experience for 
such a tax. It has recently been pointed out that the 
taxation of inheritances as income “was an old idea 
proposed some fifty years ago when nobody 
thought that an income tax would ever go beyond a 
five or eight percent rate in the highest brackets.” *® 


The Treasury’s Concern over Method of 
Disposing of Property 


One of the concerns of the Treasury, I believe, is 
with a method of disposing of property by which the 
estate tax is now avoided on a large scale. This is by 
the creation of a life estate followed by a remainder, 
or by several life estates with an ultimate remainder 
when it is finally required by the rule against per- 
petuities.2° In this way, property can be made to skip 
a whole generation, or even two or three generations 
without paying any estate tax. This problem has been 
set out in clear relief by the recent amendments to 
the estate tax relating to powers of appointment. 
Those statutes provide that a settlor or testator can 
create a life interest followed by a special power of 
appointment, and no tax will be due on the death of 
the life tenant. This provision, it seems to me, is 
proper as long as there is no tax on the termination of 
a life estate where there is no special power. But it 





18 See Simons, Persona] Income Taxation (1938) c. VI. See also 
Bloch in ‘‘Economic Mobilization’’ published by the American 
Council of Public Affairs (1940) 6. 

1 Neuhoff, Trends of Taxation During and After the War, in 
Credit and Financial Management, July, 1943, referring to Haensel, 
War Taxation (1941) 19 Taxes 67, 122. 

It has been pointed out that such a disposition, by the judi- 
cious choice of a number of lives to measure the time of final 
vesting, can be made effective over a period of more than a century 
in states following the common law rule against perpetuities. See 
Leech, Powers of Appointment (1938) 24 A. B. A. J. 807, 809. 
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does leave a means by which the estate tax on sub- 
stantial amounts of property may be postponed for 
many years, skipping at least a generation.”* 


Not only does our present estate tax law provide 
this means for skipping the tax for a generation, but, 
by contrast, it also imposes a tax on many transfers 
within the same generation. If a man dies leaving all 
his property to his wife, an estate tax is due; and then 
another tax is due when she dies, at least if her death 
is more than five years after his. Thus we have a tax 
which may hit two or more times in the same genera- 
tion in some cases, and yet skip two or more gen- 
erations in other cases. This sort of a tax is haphazard 
and unscientific to say the least. Moreover, there are 
probably certain political consequences which may be 
worth noting. Most legislators have wives who have 
been their partners in life and for whom they feel great 
concern to see that they are properly taken care of 
after the husband’s death. It is natural for a legislator 
to think of estate tax rates in terms of how they 
will affect his own estate, and in particular how they 
will affect the provision which he can make for his wife. 
For this reason, it may be difficult to obtain increases 
in estate tax rates because of their effect on transfers 
to wives, although such increases would be altogether 
proper with respect to transfers from one generation 
to the next. 


The English, Australian and New Zealand Provisions 


Thus we are confronted with the question whether 
we would not improve the estate tax if we could find 
some way to make it apply to all transfers from one 
generation to the next, but not to transfers within the 
same generation. Perhaps it might be possible to 
accomplish the first of these results by the adoption 
of some sort of a tax on the termination of a life estate. 
It would be difficult to integrate such a tax with the 
present estate tax, although it could probably be done. 
There would obviously have to be provision for col- 
lection of the tax out of the property which was subject 
to the life estate, and which passes to the remainder- 
man or to the next life tenant. We are reminded that 
the English, Australian and New Zealand tax laws do 
provide for a tax on the termination of a life estate. 
This approach is certainly worth careful exploration, 
though it does have some of the earmarks of a mere 
tinkering or makeshift adjustment of the present tax- 
ing statute. 

Another way to deal with the life estate-remainder 
situation, which can also be adopted to eliminate or 
reduce the amount of tax on transfers within the same 
generation, is the adoption of an accessions tax, that 
is, a tax on the receipt of any property either by gift, 
or by bequest, devise or inheritance.?? Such a tax 
would be imposed on the recipient of the property and 
would be in lieu of the present gift and estate taxes. 
It would not be merely an ordinary inheritance tax 
because it would apply to all inter vivos transfers as 
well as to those made at death. It would also be 
cumulative as in the case of our present gift tax. 





21See Eisenstein, Powers of Appointment and the Estate Tax 
(1943) 52 Yale L. J. 494, 552-553: ‘‘The new statute places us 
upon the threshold of a basic truth which should have been faced 
many years ago. It is time to realize that trust settlements are 
an established form of ownership, and that the devolution of en- 
joyment from generation to generation, which it is the function 
of such settlements to safeguard, should be treated as a taxable 
event within the framework of the present statute or as a subject 
for a complementary levy. The skipping process does not inhere 
in powers; it derives from the tax favoritism based upon the life 
estate-remainder sequence. . The 1942 amendments will per- 
form legion service if they transfer the attention lavished upon 
Powers to the fundamental fallacy of the estate tax and the con- 
sequent skipping of one or more generations.”’ 


Under such a tax, each person would file an annual 
return of his non-income receipts, either by gift or 
because of the death of the transferor, and he would 
be required to pay a tax at a rate determined by the 
aggregate amount of such gifts or inheritances which 
he had received since the tax went into effect. Such a 
tax would be far fairer and far less haphazard than 
the present estate tax. It would determine the amount 
of the tax more nearly in accordance with ability to 
pay than is the case under the present law. It could 
be made to apply to the termination of a life estate, 
because the falling in of a remainder would be a 
receipt which would have to be reported on an acces- 
sions tax return. And it could provide for the elimina- 
tion or the reduction of tax on transfers within the 
same generation by exempting all accessions by one 
spouse from another, or by providing a substantial 
cumulative exclusion with respect to such transfers. 
Where the recipient receives a life interest in property 
arrangements could be made so that he would pay his 
accessions tax out of each year’s receipts, instead of 
in a lump sum when his life interest begins.”* In this 
way, his aggregate tax would be related to his actual 
benefit. If his life interest was in fact short, he would 
pay little tax. If his life interest lasted a long time, 
he would pay more in accordance with its length. At 
the present time, we blindly use the tables in valuing 
such interests, knowing full well that we are reaching 
only an average value, but using it because we do not 
know a better way. 

Such a tax could be administered much like the 
income tax. The recipients of property would make 
an annual return. (We might hope that such returns 
would be due on some day other than March 15th.) 
Donors and executors could be required to make in- 
formation returns, and it would probably be possible 
to develop some means, if it were thought desirable, 
for collection at the source, so that donors and execu- 
tors might have to withhold the accessions tax, based 
on information furnished to them by the donees, at 
the time the gift or inheritance was paid over. Experi- 
ence might show, however, that withholding at the 
source was not necessary, and that the Commissioner’s 
general power to make jeopardy assessments would 
be enough to take care of such cases. 

Of course it is easier to suggest such a tax than it 
is to put it into workable form on paper. A number 
of problems will require close attention and hard work. 
In the first place, there is the question of the transition 
from the present estate tax to a new accessions tax. 
How far can the accessions tax either legally or wisely 
be applied to receipts from the estates of decedents 
who have died while the present estate tax was in 
effect? It would seem that this problem can probably 
be taken care of by providing some sort of a credit 
against the accessions tax for estate tax already paid. 
On the other hand, it would hardly be desirable to 
say that the falling in of a remainder should not be 
subject to the accessions tax to any extent merely 
because the remainder was created before the acces- 
sions tax was put into effect. There are some older 





22 Cf. Magill, The Impact of Federal Taxes (1943) 33. See Simon, 
Book Review, in (1943) 10 U. of Chi. Law Rev. 502, 503. 

73Only the net amount of the annual income, after deducting 
the accessions tax payable on the income, would be subject to 
income tax. Otherwise, at present rates, the sum of the two taxes 
could often be greater than the total amount received. Or, per- 
haps, since the accessions tax is on the amount received, it should 
be imposed only cn the net amount available to the recipient after 
the income tax on the total receipt had been paid. This would be 
merely a recognition of the fact that a gift of income is a less 
valuable benefit than a gift of principal. 


[The conclusion of this article is on page 35] 











































































By PAUL SIMON 


ECTION 710 (a) (1) (B) of the Internal Revenue 
Code limits the aggregate of a corporation’s normal 
tax, surtax, and excess profits tax to 80% of its 

surtax net income computed without the credit for in- 
come subject to excess profits tax. Any excess over that 
percentage resulting from the computation of those 
three taxes before application of sec. 710 (a) (1) (B) 
decreases the excess profits tax, whereas normal tax 
and surtax are not affected. 

No further explanation is needed to show the gen- 
eral significance of the provision that frees at least 
20% of a corporation’s net income from income and 
excess profits taxes, even though an extremely large 
portion of the remainder may be subject to excess prof- 
its tax at the rate of 90%. 


Effect of a Change in Excess Profits Credit 
Within the 80% Limitation __ 


The fundamental principle of the excess profits tax 
is the levying of a tax on profits in excess of normal 
earnings. The corporate taxpayer who can estab- 
lish as his standard of normal earnings either higher 
average earnings and profits for the base period or 
a higher invested capital respectively, that is to say, 
who has a larger excess profits credit, shall be subject 
not only to a smaller excess profits tax, but also to a 
smaller total tax after considering the Post War Re- 
fund of excess profits tax or the credit for redemption 
of indebtedness. This principle, however, is reversed 
to some extent, when the 80% limitation applies. 
Within that limitation, the corporate taxpayer may be 
interested in getting a smaller amount of excess profits 
credit, because it results in a smaller total of normal 
tax, surtax, and excess profits tax after consider- 
ing Post War Refund or credit for redemption of 
indebtedness. 

In all cases in which the 80% limitation is effective, 
the aggregate of normal tax, surtax, and excess profits 
tax before considering Post War Refund invariably 
amounts to 80% of the surtax net income. It does 
not change and is a constant figure, as long as tax- 
payer is within the limitation. An increase or de- 
crease of excess profits credit does not affect the 
aggregate, but only shifts a portion of it from the 
excess profits tax to the normal tax and surtax and 
vice versa. It is, however, the amount of the Post 
War Refund which is affected by a change of excess 
profits credit. For, the latter’s increase decreases and 
its decrease increases that portion of the 80% total 
tax which represents excess profits tax. As, on the 
other hand, the Post War Refund or credit for debt 
retirement is 10% of such portion, it is obvious that 
an increase in excess profits credit results in a smaller 

Post War Refund or credit for debt retirement and 
vice versa. Therefore, within the application of the 
80% limitation, a larger excess profits credit means 
a larger total tax net of Post War Refund or credit 
for debt retirement. Thus, by determining the amount 
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department of Byrnes and 
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sequences of the 80% limita- 
tion provision in its present 
form, which may not have 
been intended when the law 
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of the excess profits tax portion of the 80% total tax 
and, in this way, by determining the Post War Re- 
fund or credit for debt retirement, the excess profits 
credit influences the total tax net of Post War Refund 
or credit for debt retirement in the opposite direction, 
as it is in the event that the 80% limitation is not 
effective. The correctness of these conclusions may 
be illustrated by examples 1 and 2. 


Example 1 


Corporation X has a surtax net income of $300,000, an excess 
profits credit of $45,000, if computed under the income method, 
and of $20,000, if computed under the invested capital method. 
Its Post War Refund can be fully used as a credit for redemp- 
tion of indebtedness. 








I ca aca ia $300,000 
Excess profits credit (income method) $45,000 
Specific exemption ......... 5,000 50,000 
Adjusted excess profits net income $250,000 
Excess profits tax 90%................... $225,000 
Less: Excess of total income and excess 

profits tax over 80% of surtax net income 5,000 220,000 
Normal and surtax = 40% on $50,000. . 20,000 
Total Federal taxes before Post War Refund .. $240,000 
Less: Credit for debt retirement... 22,000 
Total Federal taxes payable net. . $218,000 


Example 2 


The same facts are assumed as above, except that the corpo- 
ration’s excess profits credit, if computed under the income 
method, is only $15,000, and therefore the credit to be used 
amounts to $20,000, as computed under the invested capital 
method. 








OGG TNCOGRE 5s oo he nc eas. he Bt Sh ce 2 . $300,000 
Excess profits credit (invested capital method) $20,000 
es . 5,000 25,000 
Adjusted excess profits net income $275,000 
Excess profits tax 90%............ $247,500 
Less excess of total income and excess prof- 
its tax over 80% of surtax net income .. 14,250 233,250 
Normal tax and surtax on $25,000. . y 6,750 
Total Federal taxes before Post War Refund $240,000 
Less: Credit for debt retirement 23.425 
Total Federal taxes payable net $216,675 
As shown by these examples, the excess profits credit 


being smaller by $25,000 in example 2 than in ex- 
ample 1 causes a tax saving of $1,325. This consequence 
can hardly be considered to be in agreement with the 
legislature’s intention. It is contradictory to the 
theory of the excess profits tax that a larger excess 
profits credit shall warrant a smaller total tax. How- 
ever, only a change of sec. 781 (d) of the present law 
could avoid it. 

Under this provision, if the 80% limitation applies, 
the Post War Refund equals 10% of the amount of 
excess profits tax which remains, after the excess 
of the total income and excess profits tax over 80% of 
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the surtax net income has been deducted. This re- 
duction of excess profits tax, of course, means a 
reduction of the Post War Refund also, but does not 
prevent changes of the total tax in the reverse direc- 
tion as described above. For, the increase or decrease 
of the excess of total tax over 80% of surtax net in- 
come, due to a change in excess profits credit, must 
always be smaller than the increase or decrease of that 
portion of the 80% total tax which represents excess 
profits tax. 


Post War Refund Affected 


If excess profits credit in example 2 above is smaller 
by $25,000 than that in example 1, the excess profits 
tax increases by 90% of the difference or $22,500: 
at the same time, however, normal tax and surtax 
decrease by $13,250, namely 53% (31% normal tax and 
22% surtax) of the difference. As the aggregate of 
normal tax, surtax and excess profits tax remains 80% 
of the surtax net income, these 53% of the difference 
in excess profits credit constitute another increase of 
the excess profits tax portion. The amount of the first 
increase of $22,500 is offset by an equal increase. of 
the excess over 80% of the surtax net income which 
is to be applied to the excess profits tax. However, 
the second increase of $13,250, due to the decrease 
of normal tax and surtax, stands unchanged. This 
is the amount which affects the Post War Refund 
increasing it by 10% or $1,325, i. e., the amount of tax 
saving which was computed above as resulting from 
the smaller excess profits credit. 


Improper Increase of Post War 
Refund Not Prevented 


Thus, although sec. 781 (d), I. R. C., provides for 
computing Post War Refund on the basis of the 
excess profits tax after its reduction under the 80% 
limitation, it does not prevent an improper increase 
of the refund as set forth above. A change of that 
provision could take the excess profit tax amount 
before its reduction under the 80% limitation as the 
basis of the Post War Refund computation, but apply 
the excess of the total tax over 80% of the surtax net 
income to the reduction of the Post War Refund 
itself. 


Under such amended provision, the Post War Re- 
fund would be 10% of $225,000 or $22,500 minus $5,000, 
i. e., $17,500 in example 1, and 10% of $247,500 or 
$24,750 minus $14,250, i. e., $10,500 in example 2. 

Such change in the law could be justified by the 
consideration that, within the 80% limitation, a tax- 
payer corporation which enjoys the benefit of that 
limitation by saving excess profits tax may be ex- 
pected to lose the Post War Refund at an equal 
amount. However, this would entirely nullify the 
very effect of the 80% limitation in the final result. 
Where a credit for debt retirement to the extent of 
the Post War Refund were used, the total tax payable 
would not be less than the total tax payable computed 
without the 80% limitation; in all other cases the 
latter’s only significance would be, that the total tax 
payable would be less, but after considering the Post 
War Refund no tax decrease would be accomplished. 


All other methods by which the Post War Refund 
was to be adjusted in relation to the changes of the 
normal tax and surtax amounts, due to a change in 
excess profits credit, would be so complicated that the 
present provision of sec. 781 (d) seems to be the 
lesser evil rather than to make the excess profits tax 
still more complex. 


Effect of a Change in Net Income Which Is 
Combined with a Change in Excess Profits Credit, 
When the 80% Limitation Applies 


Let us assume that a corporation with a net income 
of $1,000,000 and an excess profits credit based on 
average earnings and profits of $95,000 changes its 
capital structure by redeeming preferred stock at par 
value of $300,000 and issuing 5% interest bearing 
bonds totaling $300,000 at par. By that recapitaliza- 
tion its excess profits credit is reduced by 6% of the 
capital reduction of $300,000 or $18,000 to $77,000 
(sec. 713a (1) C), and its net income decreases by 
the amount of $15,000, which can be deducted for 
interest on bonds issued. The following compara- 
tive schedule shows the corporation’s Federal tax 
liability before and after the recapitalization. 




















Example 
Before After ‘Tax 
recapitalization saving 

PUCEINOG@MIE: occ ois ee $1,000,000 $985,000 
Excess profits credit and spe- 

cine exemption ....:....... 100,000 82,000 
Adjusted excess profits net 

PREMIO Ss. oc scans ae $900,000 $903,000 
Excess profits tax 90%. $810,000 $812,700 
Normal tax and surtax... 40,000 32,800 
RRR ae pn. nce $850,000 $845,500 
80% of surtax net income..... 800,000 788,000 
Excess over such 80%......... $50,000 $57,500 
Excess profits tax as above . $810,000 $812,700 
Less excess over 80%... 50,000 57,500 
Excess profits tax payable.... $760,000 $755,200 $4,800 
Normal tax and surtax..... 40,000 32,800 7,200 
eee $800,000 $788,000 $12,000 
Post War Refund...... 76,000 75,520 (480) 
Total tomes aet............... $724,000 $712,480 $11,520 


If we assume that the same transaction of recap- 
italization were carried through by a corporation 
which had an equal amount of net income, but an 
original excess profits credit of $595,000, so that 
neither before nor after the recapitalization the 80% 


limitation was effective, the tax computation is as 
follows: 











Before After Tax 
recapitalization saving 
EE ae ee ne $1,000,000 $985,000 
Excess profits credit and spe- 
cific exemption ............. 600,000 582,000 
Adjusted excess profits net 
eo, nT Sa Cae ee Oat ote $400,000 $403,000 
Excess profits tax 90%........ $360,000 $362,700 ($2,700) 
Normal tax and surtax ....... 240,000 232,800 7,200 
Gtalk ek ce at $600,000 $595,500 $4,500 
Post War Refund .. 36,000 36,270 270 
Total taxes net...... $564,000 $559,230 $4,770 


A comparison of these computations is somewhat 
surprising. The same transaction, in spite of an equal 
income, results in nearly three times as much tax 
saving within the 80% limitation as in those cases in 
which that limitation is not effective. The explana- 
tion is quite simple. Where the 80% limitation ap- 
plies, the 80% limit of the aggregate of normal tax, 


THE 80% LIMITATION 








surtax and excess profits tax is lowered by 80% of 
the decrease of surtax net income, i. e., in our ex- 
ample 80% of the interest deduction of $15,000 or 
$12,000. This amount of $12,000, therefore, consti- 
tutes the tax saving, before Post War Refund is taken 
into account, where the 80% limitation is effective. 
After consideration of Post War Refund (or credit 
for debt retirement) the tax saving is less by 10% of 
the decrease in excess profits tax. (In these cases, 
the reverse effect of a decrease in excess profits credit 
as set forth above does not take place, because net 
income is decreased at the same time.) 


A Saving of 40% Effected 


Where, however, the 80% limitation does not apply, 
there is a tax saving on normal tax and surtax due to 
the decrease of excess profits credit which means a 
correspondingly smaller amount subject to normal 
tax and surtax. From the comparative schedule 
above it can be taken that the saving is 40% (the 
aggregate rate of normal tax and surtax in this case) 
of $18,000 (the decrease of excess profits credit due 
to the capital reduction) or $7,200. This saving is 
offset by an increase of excess profits tax at 90% of 
the increase of excess profits net income. To the 
latter, resulting from the recapitalization, the sum of 
$18,000 was added with regard to the lowering of the 
excess profits credit, whereas the amount of $15,000 
was deducted as additional deduction for bond inter- 
est. 90% of the balance of $3,000 or $2,700 repre- 
sents the additional excess profits tax. Thus, we 
arrived at a tax saving of $7,200 minus $2,700 or $4,500, 
before Post War Refund was taken into account. In 
accordance with the general rule, the Post War Re- 
fund after the recapitalization and, in this way, the 
tax saving after consideration of such refund is in- 
creased by 10% of the additional excess profits tax 
of $2,700, or $270. 

Although there is so great a difference in tax saving, 
depending upon whether or not the 80% limitation 
applies, and corporate taxpayers with comparatively 
small excess profits credits are privileged by a sub- 
stantially larger tax saving, this does not appear im- 
proper or in contradiction to the basic features of 
the tax law which by setting up the 80% limitation 
purposely created such privilege. 

At any rate, the above computations also give evi- 
dence of the great importance which the 80% limita- 
tion of sec. 710 (a) 1 (B) I. R. C. bears. 


Effect of Declared Value of Capital 
Stock Under the 80% Limitation 


One of the most puzzling questions arising in con- 
nection with taxation is that which relates to the 
capital value a corporation should declare, when it 
files its capital stock tax return. Although, theo- 
retically, there is the simple principle that the declared 
value for capital stock tax purposes should be ten 
times the expected net income of the year, in order 
to avoid a declared value excess profits tax, in many 
cases the application of this rule is difficult, because 
at the time, when the capital stock tax return is due, 
the amount of net income for the taxable year ending 
several months later cannot be determined with cer- 
tainty. For this reason, it is important to know what 
the difference in total Federal taxes will be, if differ- 
ent declared values are taken into consideration of 
which the corporation must make its choice. 
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lf the corporate taxpayer is not subject to excess 


profits tax, both the capital stock tax and the declared | 
value excess profits tax, if any, constitute deduction | 


from the income subject to normal tax and surtax. 9 


In consequence thereof, the tax saving accomplished 


by a higher declared value of capital which eliminates 9 
or decreases the declared value excess profits tax is the 
amount of declared value excess profits tax elim- § 


inated or its decrease respectively minus the increase 


of capital stock tax * minus the amount of normal § 


Ta Pet REE FY 


tax and surtax which would be saved by deducting | 
the higher aggregate of capital stock tax and declared 
value excess profits tax, if the smaller capital value | 


were declared. 
Example 


A corporation with an excess profits credit of $60,000 de- 
clared a capital value of $500,000 on its capital stock tax return. 
Its net income for the year before deducting capital stock tax 
is $60,000. The Federal taxes of this taxpayer are: 
RE eee Tee ane eee 
Declared value excess profits tax (6.6% on $10,000 


NG Ty IE UPD «05 oi eee sce cceacecvesawcces 618.75 
ee ee ee Te none 
Normal tax and surtax (40% on $60,000 minus 

Fo + a.) eens 23,502.50 
RD 2.252500 5:45 eas SRI ne $24,746.25 


If the same facts are assumed, except that the de- 
clared value was $550,000, the Federal taxes are: 


Ss 2. be eae ak ates He waa eat 
Declared value excess profits tax (6.6% on $5,000 








unbeeees DENT Se, GE DR SEA OD «oe ccc ccc cccccccs 284.63 
Paes ES EE. 5 oo ot ios ee isle e Aes none 
Normal tax and surtax (40% on $60,000 minus 

ee Oseey Ml IT Do oc oc cecceescisscse succes 23,611.55 
I i la a tena akin tis Maik bli tees $24,583.68 
EC ne eee he are $24,746.25 

24,583.68 
$162.57 
Difference in declared value excess profits 
i gg fy eee $618.75 
284.63 $334.12 
Less: Difference in capital stock tax of 
Sg, RE erecta ire ginny Beene $687.50 
625.00 62.50 
i a i a a $271.62 
Less: 40% normal tax and surtax on the 

difference of the aggregate of capital stock 

tax and declared value excess profits tax 

Fe Ef Se ie eee $1,243.75 

971.13 
$272.62 $109.05 
ee ee a $162.57 


If the corporate taxpayer’s income is in excess of 
its excess profits credit plus specific exemption, so that 
excess profits tax becomes due, but the 80% limitation 
does not apply, the tax saving resulting from the 
declaration of a higher capital value which eliminates 
or decreases declared value excess profits tax is 10% 
of the difference of the aggregate capital stock tax and 
declared value excess profits tax, before Post War 
Refund is taken into account, and 19% after that. The 
reason is that both capital stock tax and declared value 
excess profits tax are deducted in computing excess 
profits net income. A decrease of that aggregate, 





* The difference in declared value excess profits tax resulting from 
a change of declared value is necessarily larger than that in capital 
stock tax, because the rates of the former are 6.6% and 13.2% 
respectively, whereas the rate of the latter is 1.25%, if applied to 
the credit of 10% created by the declared value. 
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therefore, increases excess profits tax by 90% before, 
and 81% after Post War Refund is considered. Asa 
consequence, total tax is less by 10% and 19% re- 
spectively of the difference. Correspondingly, an 
increase of that aggregate results in a total tax which 
is larger by 10% and 19% respectively of the 
difference. 
Example 

A corporate taxpayer with an excess profits credit of $45,000 

declared a capital value of $500,000 on its capital stock tax 


return. Its income for the year before deducting capital stock 
tax is $60,000. The Federal taxes are: 


i BE Re eee 


$ 625.00 
Declared value excess profits tax (6.6% on $10,000 





SIE te, WE IE «5 oe oicn 5 on on ebe dns enews 618.75 
Excess profits tax: Net income......... $60, 
Less: Capital stock tax......... $625.00 
Declared value excess profits tax 618.75 1,243.75 
Excess profits net income....... $58,756.25 
Less: Excess profits credit and specific 

IE Nis aoa dha x oa va One was 50,000.00 
Adjusted excess profits net income...... $8,756.25 
ee ge es 7,880.63 
Normal tax and surtax (40% on $50,000)........... 20,000.00 
Ticital tae AON oss. 56s esse a wd old lod $29,124.38 
Die Oca I aco Sosa ois aici aeeraieg geek eens aati 788.06 
Total taxes after Post War Refund................ $28,336.32 


If the same facts are assumed, except that the de- 


clared value of capital stock was $550,000, the Federal 
taxes are: 


ee eT ee $687.50 
Declared value excess profits tax (6.6% on $5,000 
minus $687.50, or $4,312.50). .................... 284.63 
Excess profits tax: Netincome......... ,000.00 
Less: Capital stock tax......... $687.50 
Declared value excess profits tax. 284.63 972.13 
Excess profits net income.............. $59,027.87 
Less: Excess profits credit and specific 
UMINIETONED. 5s 5 ooh s cts oe Rcd neow ce aars 50,000.00 
Adjusted excess profits net income...... $9,027.87 
ny ee 8,125.09 
Normal tax and surtax (40% on $50,000).......... 20,000.00 
IN kv nean ands whiteee ow eee $29,097.22 
ks ere ens. eee 812.51 
Total taxes after Post War Refund................ $28,284.71 
Tax saving in case 2: 
Before After 
Post War Refund 
$29,124.38 $28,336.32 
29,097.22 28,284.71 
$27.16 $51.61 


Difference of aggregate of capital stock tax and 
declared value excess profits tax in cases 1 and 2 $1,243.75 
972.13 


$271.62 


Tax saving as above: 
Before After 

Post War Refund 

10% of $271.62... $ 2716  X— ..... 
19% of $271.62.... ........ $ 


These percentages, namely 10% and 19% respec- 
tively of the difference of the aggregate capital stock 
tax and declared value excess profits tax, which rep- 
resent the tax saving resulting from higher declared 
values of capital, increase to 20% and 28% respec- 
tively in the event that the 80% limitation is effective. 


_ As the 80% limitation is applied to the surtax net 
income computed without the credit for income sub- 
ject to excess profits tax, and, on the other hand, the 
Capital stock tax as well as the declared value excess 






profits tax are to be deducted in computing such sur- 
tax net income, any difference in the aggregate of 
capital stock tax and declared value excess profits tax 
directly affects the 80% limit. Therefore, a decrease 
of that aggregate makes the total normal tax, surtax, 
and excess profits tax larger by 80% of the difference 
and vice versa. Consequently, where the 80% limita- 
tion applies, the tax saving resulting from a higher 
declared value of capital is represented by an amount 
which equals the decrease of the aggregate of capital 
stock tax and declared value excess profits tax minus 
the increase of normal.tax, surtax, and excess profits 
tax due to the decrease of such aggregate. As the 
last mentioned increase is 80% of the difference in 
such aggregate, before Post War Refund is taken into 
account, the tax saving then is 20% of that difference. 


A Decrease of Capital Stock Increases 80% Tax 


It was shown above that a change of the 80% limit 
means a change of the Post War Refund by 10%, be- 
cause the excess over 80% of the surtax net income 
is applied to that portion of the total 80% tax which 
constitutes excess profits tax. Therefore, a decrease 
of the aggregate of capital stock tax and declared value 
excess profits tax which increases the total 80% tax 
before Post War Refund by 80% of the difference 
increases the Post War Refund by 8% of the differ- 
ence. After the Post War Refund is deducted, the 
tax saving, consequently, amounts to a total of 28% 
of the difference. 


Example 


The taxpayer corporation declared a capital value 
of $500,000 on its capital stock tax return. Its net 
income for the year, before deducting capital stock tax, 
is $60,000, but its excess profits credit is only $2,000. 
The Federal taxes are: 
ee, eT ee 


$ 625.00 
Declared value excess profits tax (6.6% on $10, 000 





el re 618.75 
Excess profits tax: Nee income...... .. $60,000.00 
Less: Capital stock tax......... $625.00 
Declared value excess profits tax 618.75 1,243.75 
Excess profits net income ..... $58,756.25 
Less: Excess profits credit and specific 
RIO 2c Re 7,000.00 
Adjusted excess profits net income.... $51,756.25 
Excess profits tax 90%......... .... $46,580.63 
Normal tax and surtax on $7,000. 1,790.00 
5 ne rere ee . $48,370.63 
80% of surtax net income of $58, 756.25... . $47,005.00 
Excess over such 80%.................. 1,365.63 
Excess profits tax as above............. $46,580.63 
Less €XCESS' OVEP GUD... 6 eee neee 1,365.63 
Encess proGits tax payable... .... 052... 5 5 ccc cene. $45,215.00 
INGHiial tak GUC SULIEK 5. oc. csgcck conn sia teweane 1,790.00 
I i RSS 5 ease eves enn te ees $48,248.75 
A NE OE eo ahi ohn RSS cas dia Fores 4,521.50 
Total taxes net of Post War Refund............... $43,727.25 


If the same facts are assumed except that the de- 
clared value of capital stock was $550,000, the Fed- 
eral taxes are: 
i A a le 
Declared value excess profits tax (6.6% on $5,000.00 

minus $687.50, or $4,312.50)............ 
Excess profits tax: Net ass Bees Be ec 


THE 80% LIMITATION—continued on page 36 


$ 687.50 
284.63 




































































































































































































































































































































































HERE IS a very close connection between 
certain phases of the income tax and the own- 
ership of stocks and bonds. This is true re- 

gardless of whether the holding consists only of a 

small block of shares of one corporation, or an exten- 

sive portfolio. Income tax provisions govern the 

“cost” of securities, the income arising from their 

ownership—dividends on stocks and interest on bonds 

—and their ultimate sale (net proceeds). 


Cost of Securities 

The first problem to present itself is that of the 
“cost” of securities purchased. The amount paid will 
include commission, postage, insurance, etc. In the 
past, there has been a certain amount of controversy 
over the propriety of including brokers’ commission 
in the “cost” as laid down in the Income Tax regu- 
lations, or whether it should be regarded as a separate 
“expense” item. The following is an extract from 
Section 19.24-2, Regulations 103: 

“Commissions paid in purchasing securities are a part of 

the cost price of such securities. Commissions paid in selling 
securities, when such commissions are not an ordinary and 
necessary business expense, are an offset against the selling 
price.” 
This matter finally reached the Supreme Court where 
it was settled once and for all in Helvering v. Winmill; 
and the following extract from “TAXES—The Tax 
Magazine” for May, 1942 at page 304 covers the 
situation: 

“SECURITIES SALES COMMISSIONS NOT DE- 
DUCTIBLE AS EXPENSES: After the Supreme Court 
upheld that part of the Commissioner’s regulations which 
ruled that commissions paid on the purchase of securities 
were not deductible but were part of the cost of the securities, 
a controversy arose as to selling commissions. Should they 
be allowed as a business expense, or should they be treated 
as an offset against the selling price as required by regulation? 
Conflicting decisions of lower tribunals resulted in placing the 
question before the Supreme Court. The answer came in 
Spreckels v. Helvering, and was that the Commissioner’s regu- 
lation was correct. 

The distinction is important where capital gains and losses 
are involved. If the commissions are made an offset against 
the selling price, any benefit from them is limited to the appli- 
cable capital gain rate, whereas, if the commissions were taken 
as a regular deduction, the benefit would be equivalent to the 
highest surtax rate, plus the normal tax rate. While the 
commissions involved were those on the sale of securities, the 
same rule would prevail as to other commissions.” 

It is now, therefore, definitely established that the 
“cost” of securities must include the brokers’ com- 
mission and, by implication, any other charges in- 
volved in their acquisition, such as postage, insurance, 
etc. Also (though this matter is ahead of its proper 
place in this article) it is established that the brokers’ 
commission, etc. must be deducted from the selling 
price in determining the “proceeds of sale.” 

When bonds are purchased between interest dates, 
the interest that has accrued from the last prior cou- 
pon or interest date to the date of purchase must be 
paid for, Accrued interest thus purchased must NOT 
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The author has drawn on his intimate, practical knowledge of income tax 
—stock and bond portfolio experience for this practical article: 
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be included in the “cost” of the bonds; where proper 
accounting records are maintained, it may be charged 
to an asset account designated “Accrued Interest Pur- 
chased.” When the next coupons (or interest) after 
purchase are collected, that portion which is applicable 
to the period up to the date of purchase of the bonds 
should be credited to the account “Accrued Interest 
Purchased” ; the remainder constitutes “Bond Inter- 
est-Income” inasmuch as it relates to the period of 
ownership of the bonds. As an example, let us con- 
sider bonds bought September 1, the last prior coupon 
date being July 1. When the bonds are acquired, in- 
terest that has accrued from July 1 to September 1 
must be paid for. When the next coupons after pur- 
chase are collected on the following January 1, the 
distribution between “Accrued Interest Purchased” 
and “Bond Interest—Income” is as follows: 
Coupon period—July 1 to January 1 (six months): 
July 1 to September 1 (two months): one-third— 
credited to “Accrued Interest Purchased,” be- 
ing return of accrued interest purchased for the 
period to the date of acquisition of bonds. 
September 1 to January 1 (four months): two- 
thirds—credited to “Bond Interest—Income,” 
being that portion covering the period of own- 
ership of the bonds. 


Income from Securities—Dividends 


The total amount of dividends received during the 
year constitutes income and must be reported as such 
in the income tax return. Inasmuch as corporations 
paying dividends of $100 or more to any stockholder 
must, in compliance with Section 19.148-1, Regula- 
tions 103, report the names, addresses and amounts 
paid in dividends during the year to the Revenue au- 
thorities, it seems hardly necessary to reiterate the 
importance of maintaining proper records as to divi- 
dends received. 

Where dividends are paid in whole, or in part, in 
any medium other than money, the property received 
other than money must be included in gross income 
at its fair market value at the time it becomes income 
to the shareholder—Regulations 103, Section 19.115-10. 


Stock Dividends 


A distribution made by a corporation to its share- 
holders in its stock or in rights to aequire its stock 
must be treated as a dividend to the full extent that 
it constitutes income to the shareholders. Broadly 
speaking, a stock dividend constitutes income if it 
has the effect of giving the shareholder an interest 
different from that which his former stock holdings 
represented: it does not constitute income if the new 
shares confer no different rights or interests than did 
the old:—in other words, if the same proportionate 
interest in the net assets of the corporation is main- 
tained... (Regulations 103,.Section 19.115-7.)} 
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Interest on bonds may be: 


Tax Exempt:—Bonds issued by State and Municipal 
governments : 


Partially Tax Exempt:—Certain bonds of the Fed- 
eral Government provide that interest is fully exempt 
from the Normal Tax, but only interest on $5000 prin- 
cipal amount of bonds is exempt from the Surtax; 


Two Per Cent Tax Paid :—Bonds issued by corpora- 
tions with the provision that two per cent of the tax 
on the interest will be paid by the issuing corpora- 
tion; and 

Fully Taxable:—All other bonds, including the in- 
terest on United States Savings Bonds, Series E, F, 
and G. Bonds of Series E and F are “Accumulation 
Bonds,” that is they are issued at a discount: for 
instance, the Series E bonds are sold at prices of 
$18.75, $37.50, $75.00, $375.00-and $750.00, increasing 
in value after ten years to $25.00, $50.00, $100.00, 
$500.00 and $1,000.00, respectively. For income tax 
purposes, the owner of these bonds may elect to in- 
clude as income each year the amount of the increment 
in their value for the year; or he may wait until they 
mature and report the full amount of the increment 
in value as income for such year. 

The tax status of bonds is, therefore, an important 
factor for income tax purposes. Where any doubt 
exists as to the tax status of bonds which are owned, 
the required information should be obtained from the 
brokers. 

As regards “Tax Exempt” bonds, the only infor- 
mation called for in the income tax return—under 
Schedule “A’—memorandum only is (a) the total 
amount owned at the end of the year, and (b) the 
amount of interest received or accrued on same during 
the year. Where holdings of bonds in this category 
are extensive it is extremely probable that the Rev- 
enue authorities may wish to inspect the list of bonds 
on which it is claimed the interest is tax exempt. In 
the event that bonds are found to be included the in- 
terest on which is, say, fully taxable, a deficiency tax 
will be assessed, plus interest. 


Sale of Stocks 


We have already noted that the brokers’ commis- 
sion, etc. must be deducted from the selling price in 
order to determine the amount of proceeds of sale. 

Where shares of stock are sold from lots purchased 
on different dates or at different prices and the iden- 
tity of the lots cannot be determined, the stock sold 
must be charged against the earliest purchases. (Reg- 
ulations 103, Section 19.22 (a)-8.) 


Capital Gains and Losses 


The provisions of the Revenue Act of 1942 relat- 
ing to capital gains and losses are more lenient than 
those of prior years. Gains or losses on capital assets 
held for six months or less are now classified as “Short 
Term”: those held for more than six months as “Long 
Term.” The basis for taxation purposes is “Net Cap- 
ital Gain” or Net Capital Loss.” “Net Capital Gain” 
is Capital Gain less Capital Loss; and “Net Capital 
Loss” is Capital Loss less Capital Gain. “Capital 
Gain” is the sum of “Short Term” gains at 100 per cent 


plus “Long Term” gains at 50 per cent. “Capital 


Loss” is the sum of “Short Term” losses at 100 per 
cent plus “Long Term” losses at 50 per cent. A “Net 
Capital Gain” may be included in Gross Income, or 
it may be taxed separately at 50 per cent, whichever is 
most advantageous to the taxpayer. Insofar as the 
“Long Term” portion of any “Capital Gain” is con- 


1 


5) 


cerned, it will be noted that the effective rate of tax 
is 25 per cent, that is, 50 per cent tax on 50 per cent 
of the Gain. 


A “Net Capital Loss” may be used as a deduc- 
tion from Gross Income up to a maximum of $1,000, 
and any balance that remains may be carried forward 
for five years to apply against capital gains in those 
years, if any, or as a deduction from Gross Income 
up to the $1,000 limit, each year. 

In determining gains and losses on the sale of se- 
curities, the importance of establishing the correct 
“cost” and “proceeds of sale” already referred to, will 
be fully appreciated. 


Amortization of Premium 


Sections 125 and 126 of the Revenue Act of 1942 
provide for the deduction of Amortizable Bond Pre- 
mium except in the case of “Tax Exempt” bonds. 

When bonds which were purchased at a premium 
reach maturity, only the face or par value will be 
returned, leaving a capital loss to the extent of the 
amount of the premium paid. By amortizing the pre- 
mium over the life of the bonds, the book value will 
be reduced to the face or par value at maturity, which 
is the amount to be returned, thereby eliminating the 
capital loss at that time. At the same time, by amor- 
tizing the premium, the interest-income will be ad- 
justed to the amount of the actual income derived 
from the investment. Let us consider the purchase 
on January 1, 1940 of $100,000 par value 4 per cent 
bonds due January 1, 1960 at a price of 106. These 
bonds would cost $106,000, being $100,000 par value 
plus $6,000 premium. At maturity, interest for the 
twenty years aggregating $80,000 will have been col- 
lected, and the face value of the bonds, $100,000, re- 
turned. The capital loss at maturity of $6,000 would 
reduce the amount of the income realized on the in- 
vestment to $74,000. Assuming the interest on the 
bonds to be “Fully Taxable,” the investor would have 
received each year taxable income of $4,000. At ma- 
turity, there would be the $6,000 capital loss, only 
50 per cent of which, under existing regulations, would 
be allowable as a deduction—and that limited to $1,000 
for the year. Now, if the premium were to be amor- 
tized over the twenty-year life of the bonds, or $300 
per year, the book value would be written down to the 
par value of $100,000 at maturity, thereby involving NO 
capital loss at that time ; and the amount of the annual 
interest-income derived from the investment would 
be adjusted to $3,700, being $4,000 interest (fully tax- 
able) less $300 amortization of premium. 

By amortizing the premium on bonds the amount 
of the saving in tax is effected currently, as opposed 
to the problematical tax saving on the capital loss 
which will accrue in the year of maturity ; and who can 
foretell at this time what capital gain and loss provi- 
sions, if any, will be included in the Revenue Act of 
1960? Common sense dictates that the tax saving 
privilege be taken advantage of while it still is avail- 
able. Regardless of the number of years that must 
elapse to the maturity date, any decision against tak- 
ing the deduction for amortization of premium would, 
essentially, be predicated upon a pure gamble as to 
the provisions to be written into the Revenue Act of 
such year pertaining to capital losses; and it is not 
altogether outside the realm of possibility that one 
fine day we may be confronted with a Revenue Act 
in which capital gains and losses will no longer have 
a place for income tax purposes, even as is now the 
case in Great Britain. [The End] 























































































































































































































































































































r “NHE SUBJECT of bonuses to employees has at- 
tracted widespread interest among employers 
and employees as an important economic factor 

in their relationship tending to promote mutual good- 

will and greater efficiency. Bonuses are a means of 
aiding the national war effort in the furtherance of 
production through closer co-operation between cap- 
ital and management on the one hand and labor on 
the other. But the payment of bonuses is not con- 
fined solely to labor for incentive compensation or to 
combat absenteeism ; these represent the more recent 
broad development of the application of bonuses. 
However, the traditional application of bonuses has 
existed a long time between capital and management, 
to encourage officers and executives, department 
heads, salesmen, branch managers, and at times, even 
toward the compensation of creditors in lieu of higher 
fixed rates of interest, or to pay rent under special 
lease provisions. New and increased bonuses that 
constitute increased wages or salaries may be subject 
to the provisions of the Economic Stabilization Law, 
and require the approval of the National War Labor 
Board or Commissioner of Internal Revenue. 


To compensate employees for increased living 
costs, many firms are carrying so-called bonus plans 
ona ‘graduated scale. Thus, a statement somewhat 
in the following terms is not unusual these days: 
“Supplementary payments (not as salary or wage in- 
creases) will be made to employees, including officers, 
receiving a salary of $6,000 or less, annually. Each 
eligible employee will be credited with 6 per cent on the 
first $150 salary paid during the month, plus 4 per 
cent on the next $100, etc.” Ample literature describ- 
ing “Pension, Bonus and Profit-Sharing Plans” is 
available for distribution, gratuitously. In countless 
instances, written contracts with bonus terms and con- 
ditions enumerated are entered into between employer 
and individual employees. 


Assuming that contracts relating to bonuses, taxes 
and their computations be absolutely free from fraud, 
mistake or coercion, they must be interpreted as they 
are written, not as they might be or should have been 
written. Once the parties have duly executed the con- 
tract, it is then too late to have interpretations in the 
light of after-thought and later experience.?, Therefore, 


The Graduated Bonus and the Individual Income 





it is obvious that in the absence of clear-cut, specific 
provisions in agreements, costly litigation might arise 
and whether or not such action be profitable, will 
depend upon who is the prevailing litigant and what 
is finally derived from that lawsuit.* 


Prevalent Use of Bonuses at Graduated Rates 


That bonuses at graduated rates are current, wit- 
ness typical announcements in the newspapers reading: 


ee Exchange, following the lead of the banks 
and other institutions, announced to-day that the salaries of 
all employees of the institution and its affiliated companies 
receiving less than $4,500 a year will be increased by 5 per cent 
of the first $1,800 of compensation and 3 per cent of the next 
$1,200. The increase will be effective as of ........... The 
action is being taken, according to the announcement, to 
provide within the ability of the Exchange for increased living 
costs.’ 

“Bonus checks for $.......... were sent to-day to some 
5,000 employees of H.......... Co. In addition, the 188 
employees now in the United States Military forces receive 
a full year’s bonus Paid to employees of one year 
or longer, former represent graduated percentages of annual 
earnings.” 

“A program of graduated salary bonuses for lower paid state 
employees was suggested to Governor .......... to-day by 
state fiscal officials as a means of aiding public personnel to 
cope with living costs boosted by the war.” 

“A new type of incentive wage plan, which combines a 
post-war reserve for the aircraft worker with bonus pay for 
staying on the job, has been submitted to Washington by the 
Douglas Aircraft Co., Inc. The plan is unique in that 
it offers credit for post-war payment on a cumulative plan, 
according to the workers’ length of service. Production credit 
would be provided for after-the-war payment to workers 
remaining on the job, the amount being generally dependent 
upon increase in production in the plant in which the plan is in 
effect. The Douglas program would reward employees in 
proportion to continuity of service and is based on a study 
showing usefulness and production increase with length of 
service on the job. It is proposed to credit employees for all 
production increase above rated production base, and it is felt 
that it would thus meet with the approval of the National War 
Labor Board, since the plan does not increase present wages 
aud encourages augmented production.” 


Innumerable other supporting evidence can be 


easily adduced as to the proof of the modern progres- 
sive tendency, with respect to bonuses. 


Current Graduated Tax Rates 


At this writing, every taxpayer is interested in the 
particular surtax bracket within which his income 





1 Many banks and insurance companies distribute free pamphlets 
upon request. 

2? United States v. Bethlehem Steel Corporation, 315 U. S. 289, 311. 

3 Mencher v. Alden, 41 N. Y. S. (2d) 678, — Misc. —. 

In this case, the crux of the amended complaint was to the effect 
that plaintiffs sued to have the defendants account for approxi- 
mately $90,000 received as overpayment from the corporation because 
of alleged miscomputations of the bonus authorized by the corporate 
incentive compensation plan. The plan provided that for the pur- 
pose of computing bonus, ‘‘federal income taxes’’ were not to be 
deducted from the consolidated net earnings. The defendants failed 
to deduct excess profits taxes of $469,000 and ‘‘other income and 
contingent taxes’’ of approximately $170,000. The amount of the 
consolidated net earnings accordingly, was alleged to be in error 
to the extent of the overpayment of the bonus. The Court held 
that the excess profits tax was clearly a federal income tax and 
that the directors were correct in treating the tax as they did 
the other federal income taxes. The failure of the directors to 
deduct the excess profits tax from the consolidated net earnings 
for that year did not constitute a miscomputation. The Court, 
however, did say that the ‘‘other income and contingent taxes.’’ 
referred to in the amended complaint was meaningless in that 
if it had reference to federal income taxes, the failure to 
deduct them was within the terms of the resolution; if it had 
reference to state or loca] taxes the situation was different. Because 
of the vagueness of the phrase, the plaintiff was given the privilege 
of serving a second amended complaint. 
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Cwerdinski v. Bent, 256 App. Div. 612, 11 N. Y. S. (2d) 208, 
affirmed 281 N. Y. 782, 24 N. E. (2d) 475, cited in Winkelman v. 
General Motors Corporation, 39 Fed. Supp. 826, 835. 

The plaintiff alleged that the bonus plan was not administered 
in accordance with certain limitations, but on the contrary, in 
computing and making such bonus payments, no deductions were 
made for proper charges such as obsolescence and depletion. As 
stated on page 614: ‘‘the purpose of the first cause of action is 
to compel the parties who were the recipients of the bonuses to 
return to the corporation the difference between the sums actually 
received by them and the amounts which should have been paid 
under the bonus plan.’’ The Court held that the six-year Statute 
of Limitations applied. 

In Willoughby Camera Stores v. Commissioner of Internal Rev- 
enue, 2 Cir., 125 Fed. (2d) 607, 608 (cited by dissenting Justice 
in Gearns v. Commercial Cable Co., 42 N. Y. S. 81, 84; — App. 
Div. —) the Court said: ‘‘The issue here is whether petitioner 
was entitled to deduct from gross income, as business expenses 
under S. 23 (a) of the Revenue Acts of 1934 and 1936, 26 U. S. 
C. A. Int. Rev. Code, S. 23 (a), certain amounts which it set up 
on its books as reserves for employees’ bonuses. The amounts 
were deducted in 1935 and 1936, although not paid until] the fol- 
lowing years, and the disputed question is whether the taxpayer 
which is on the accrual system, was entitled to make the deduc- 
tions in the earlier years. The Board of Tax Appeals held that 
there was, when the accounts were set up, no legal liability to 
pay the amounts credited to the bonus reserve. We disagree.’’ 
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Tax Rates 
By PHILIP GALITZER 


falls. This involves recourse to the Surtax Table 
which indicates the surtax net incomes and the appli- 
cable surtax rates ranging from the lowest bracket 
of “Not over $2,000” to the highest bracket of “Over 
$200,000” at graduated rates. 

The New York State Income Tax Returns, both 
Resident (Form 201) as well as Non-Resident 
(Form 203), in the calculation of the normal tax re- 
quire tax computation at graduated rates up to and in- 
cluding the first $9,000 of taxable income. Other 
states, too, have requirements involving taxes at 
graduated rates.‘ 

Needless to state, reference to Form 1120, United 
States Corporation Income and Declared Value Ex- 
cess-Profits Tax Return—1942, will show that prac- 
tically all corporate taxpayers are concerned with 
taxes at graduated rates, especially with regard to nor- 
mal tax computations of domestic corporations hav- 
ing normal-tax net incomes of not over $50,000 where 
the rates range from 15% to 31% depending upon 
the particular bracket. In addition, graduated rates 
of 10% and 22% apply to corporations with surtax 
net incomes of not over $50,000; there, too, depending 
upon the particular bracket. 


Computations at Issue—Interpretations 


Special Committees, accountants and executives are 
often called upon to determine the correct amount of 
bonus, tax and the then resultant net profit. 

If serious disagreement and possible litigation are 
to be avoided, the draftsman of the contract relating 
to the computation should clearly reflect the under- 
standing of the interested parties as to whether or 
not the bonus itself, when based upon net profits, 
should be deducted in its own computation. A clear 
definition of the terms “bonus” and “net profits” with 
special attention to the deductibility of the “bonus” 
will indeed help avoid strained feelings between re- 
cipient and payor. 

In a case involving the General Motors’ bonus plan °® 
there was a provision whereby 10% of the net income 
of General Motors Corporation, after deducting 6% 

increased to 7%) on the capital employed, 
would be set aside each year as a bonus fund to be 
distributed among the executives and employees of 
the company. In that case, the opinion stated: ® “in 
the course of the trial a number of accounting issues 
were presented, concerning the calculation of the 
bonus. It is plaintiff’s contention that certain items 
were included in the ‘earnings’ of General Motors 
Corporation which were no part of the Corporation’s 


earnings and that certain items should have been in- 


cluded in the ‘capital employed’ which were improp- 
erly excluded 


Because of the seamen of clear, unequivocal specific 


provisions the Court interpreted the provisions as 
follows: ? 

“, . It is contrary to the concept of profit-sharing to have 
any part of the bonus charged against the recipients’ share 
of the profits. . . 

= ‘Considered i in the light of ordinary practical business ex- 
perience’ it would be unreasonable ‘in ascertaining the amount 
of net profits,’ or net earnings, to include the bonus benefi- 
ciaries’ share ‘as part of the expenses of the concern.’ ” 
citing a number of cases.* 


Continuing, the Court said: ® 


“The record of the trial shows that the members of the 
committees, in deciding that bonus should not be considered 
as an expense in calculating bonus, exercised their own best 
judgment with knowledge of all requisite facts, that they 
exercised their judgment honestly, and that the decision was 
supported by a disinterested majority of the Finance Com- 
mittee and by all the members of the Bonus and Salary Com- 
mittee, none of whom shared in the bonus awards . . . that 
many judicial decisions support the Committees’ conclusion. . . .” 


SURTAX TABLE 


If the surtax net income is: The surtax shall be: 


ee 2 | 13% of the surtax net income. 
Over $2,000 but not ¢ over . $4, 000 $260, plus 16% of excess over 


$2,000. 

Over $4,000 but not over $6,000..... $580, plus 20% of excess over 
$4,000. 

Over $6,000 but not over $8,000..... $980, plus 24% of excess over 
$6,000. 


Over $8,000 but not over $10,000.... $1,460. plus 28% of excess over 


, 


Over $10,000 but not over $12,000 .. $2,020, plus 32% of excess over 


Over $12,000 but not over $14,000... Pg 36% of excess over 
Over $14,000 but not over $16,000 . ge 40% of excess over 
Over $16,000 but not over $18,000... eg 43% of excess over 
Over $18,000 but not over $20,000 .. ‘au she 46% of excess over 
Over $20,000 but not over $22,000. . age 49% of excess over 
Over $22,000 but not over $26,000... eect, gine 52% of excess over 
Over $26,000 but not over $32,000... Pg 55% of excess over 
Over $32,000 but not over $38,000 st ten bee 58% of excess over 
Over $38,000 but not over $44,000 $15,900, plus 61% of excess over 
Over $44,000 but not over $50,000. . wha aie 63% of excess over 
Over $50,000 but not over $60,000 .. ‘ean Sun wes 66% of excess over 
Over $60,000 but not over $70,000 .. saneeh. ate 69% of excess over 
Over $70,000 but not over $80,000 .. $36,740, plus 72% of excess over 
Over $80,000 but not over $90,000 . yg 75% of excess over 
Over $90,000 but not over $100,000 yy 77% of excess over 
Over $100,000 but not over $150,000 ne ga 79% of excess over 
Over $150,000 but not over $200,000 whan wen 81% of excess over 
oe | a See See Pps ag 82% of excess over 
$200,000. 





CALCULATION OF NORMAL TAX 


Form 201 
i. Wet tnenme (lem 35, wae 2) ...- cc. cscs cs cee Beiientaw ee 
12. Personal exemption and credit for dependents..... .......... 
13. Taxable balance (Item 11 minus Item 12)......... SAA ee 
14a, Tax at 2% (First $1000 of Item 13) ............... ee ies 


14b. Tax at 3% (2nd and 3rd $1000 of Item 13) 
l4c. Tax at 4% (4th and 5th $1000 of Item 13) 
14d. Tax at 5% (6th and 7th $1000 of Item 13) ......... 0 .......... 
l4e. Tax at 6% (8th and 9th $1000 of Item 13).......... 
14f. Tax at 7% (All over $9000 of Item 13) 


15. Normal Tax (Total of Items 14a to 14f incl.)...... $ 


CALCULATION OF NORMAL TAX 


Form 203 
9. Net income (Item 30, page 2) 
10. Personal exemption and credit for dependents 


11. Taxable balance (Item 9 minus Item 10) .......... Boies oan 


i2a. Tax at 2% (First $1000 of liem 11) .....-......... Bc see 
126. ‘Tax at 3% (2nd and Srd $1000 of TIC 11)... ees 
12c. Tax at 4% (4th and 5th $1000 of Item 11)......... 
12d. Tax at 5% (6th and 7th $1000 of Item 11) 
12e. Tax at 6% (8th and 9th $1000 of Item 11) 
12f. Tax at 7% (All over $9000 of Item 11) 


12g. Normal Tax (Total of Items 12a to 12f incl.) ..... ee 
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In a subsequent report of this case, the Court 
state :'° 


“The amount to be paid in settlement is $4,000,000. If 
accepted, it will be received in full discharge and satisfaction 
of all claims by General Motors Corporation against those 
contributing to the settlement, against the named defendants, 
against all former and present officers and directors, and 
against all bonus recipients. . . .” 


Competent credit men can ill afford to overlook 
relatively substantial accrued income taxes even in 
the case of partnership balance sheets, irrespective of 
the fact that income taxes are deemed to be the per- 
sonal liability of each individual partner rather than 
primarily a business liability. 

To many executives, and surprisingly enough to 
many accountants, the use of algebra is anathema. 
They will resort to untold hours of computation by 
estimate, approximation, or trial and error. Ofcourse, 
solutions may be rendered by means of the trial and 
error arithmetic method, but on the whole such and 


other non-algebraic methods prove to be laborious and 
disconcerting. 


The following problems and solutions ™ will serve 
to illustrate the algebraic method that may be 
employed: 

Problem 

The officers of the Selective Chemical Co. Inc., desire to 
know the amount which is due Mr. Sanford Smith, sales mana- 
ger, for a particular year. The arrangement with him is to the 
effect that he is to receive commissions in lieu of salary, as 
follows: 

5% on the first $5.000 of net profits; 
8% on the next $7.500 of net profits; 
10% on the next $10,000 of net profits; and 
______- 12% on the balance of net profits. 


*In Standard Lumber Co. v. Pierce, 112 Oregon 314, 325, 228 
Pac. 812, it was held: ‘The rates of taxation imposed by the act 
are graduated so that they increase progressively from one per 
cent upon the first $1,000 of taxable income. until the rate upon 
the amount of taxable income in excess of $12.00 is six per cent 
thereof.”’ See also. Keeney v. New York, 222 U. S. 525 (56 L. Ed. 
299, 32 Sup. Ct. Rep. 105, 38 L, R. A. (N. S.) 1139); Watson v. 
State Comptroller, 254 U. S. 122 (65 L. Ed. 171. 41 Sup. Ct. Rep. 
43); and Magoun v, Illinois Trust & Savings Bank, 170 U. S. 283 
(42 L. Ed. 1037, 18 Sup. Ct. Rep. 594). In Knowlton v. Moore, 178 
U. S. 41 (44 L. Ed. 969, 20 Sup. Ct. Rep. 747) and Brushaber v. 
Union Pac, R. R. Co., 240 U. S. 1 (60 L. Ed. 493, Ann. Cas, 1917 B, 
L. R. A. 1917 D, 414, 36 Sup. Ct. Rep. 236) the Supreme Court of 
the United States sustained the validity of Federal enactments 
laying taxes at progressive rates and creating classes for the appli- 
cation of such rates based upon differences in the amount in the 
income of the taxpayer, or the amount or character of the trans- 
action to which the tax related. 

Although surtaxes, under the Wisconsin law, involve some mat- 
ters not applicable to ordinary income tax rates they are income 
taxes within the meaning of Sec. 71.10 of the Wisconsin statutes 
and progressive rates are applicable to different brackets of income. 
Northwestern Lumber Co, v. Tax Commission, 202 Wis. 372, 231 
N. W. 865, certiorari denied, 283 U. S. 831, 51 Sup. Ct. 364. 

5 Winkelman v. General Motors Corporation, 44 Fed. Supp. 960, 965. 

€Id. 967. 

™Id. 1000. 

8 Selz v. Buel, 105 Ill. 122, 130; Briggs v. Groves, 56 Hun. 643, 
9 N. Y. S. 765, affirmed 132 N. Y. 545, 30 N. E. 865; Holmes v. 
James Buckley & Co., 165 La. 874, 116 So. 218, 221. 

® Winkelman v. General Motors Corporation, supra, p. 1003. 

1° Winkelman v. General Motors Corporation, 48 Supp. 485, 486. 

11 Problem No. 49, ‘‘Actuarial, Depreciation and Bonus Problems 
and Solutions,’’ by Galitzer & Galitzer, (1941). 

Problem No. 48, Id. 





The applicable tax rates are: 
13.5% on the first $5,000 of net profits; 
15% onthe next $15,000 of net profits; and 
17% _ onthe balance of net profits. 

The corporation’s net profits, before computation of the sales 
manager’s commissions, are $31,250.00 which include a tax 
exempt item of $1,800.00. Both the amount due Mr. Smith 
and the tax are to be deducted before computing his com- 
missions. 

Required: 

a) Submit computations determining the amount of com- 
missions, the tax and the then resultant net profits. 
b) Furnish summary schedule proving results. 


Solution 


Let ‘‘T’’ = tax; and let ‘‘C’’ = commissions. 


a) 
Then, 1) T = .135($5,000) + .15($15,000) + .17($9,450 — C) 
2) C = .05($5,000) + .08($7,500) +- .10($10,000) 
pays + .12($8,750 — C — T) 
1) T = $675 + $2,250 + $1,606.50 — .17C 
or, T + .17C = $4,531.50 
2) C = $250 + $600 + $1,000 + $1,050 — .12C — .12T 
or, 1.12C + .12T = $2,900 
nT + .17C = $4,531.50 
2) .12T + 1.12C = $2,900.00 


-12T + .0204C = $ 543.78 





Eliminate T: 


12T + 1.1200C = 2,900.00 

1.0996C = $2,356.22 

C = $2,142.80 
Substitute in 1) T + .17($2,.142.80) = $4,531.50 
T + $364.28 = $4,531.50 


T = $4.167.22 
Net Profits before computation of Commis- 


OE = ee ee ... $31,250.00 
Deduct: Commissions ........... *2. 142.80 
| ES ee ee re 4,167.22 6,310.02 
Net Profit to Surplus: $24,939.98 
Summary Schedule proving results 
b) 
Net Profits before computation of Commissions and 
TE NE fore. ore: 5 cies are me. oroelnreere-) aus wig ola a pro miacads ope $31,250.00 
Commissions: 
$ 5,000.00 @ 5 %=$ 250.00 
7,500.00 @ 8 %@= 600.00 
10,000.00 @ 10 % = 1,000.00 
er 2,439.98 @12 %= 292.80 2,142.80 
Final Net Profits: $24,939.98 
Ee eS FT $29,107.20 
Fax: 
$ 5,000.00 @ 13.5% =$ 675.00 
15,000.00 @ 15 % = 2,250.00 
1,800.00 @ 0 = 0 
ee 7,307.20 @ 17 % = 1,242.22 4,167.22 
Taxable Income: $29,107.20 
Oe Se WD aac inn ek crete een ecdex $24,939.98 
Problem 


The net profits of the Master Airplane Corporation for the 
year 19. . before computation of bonus and taxes, are $55,151.02. 
Mr. Martin Madison, the Manager, is to receive as a bonus, 
121%4% of the net profits remaining after treating the amount 
of his bonus as an expense, and after deduction of the state 
and federal income taxes. 

For the purpose of computing the state tax which is 7%, 
both the federal income tax and the state income tax amounts 
are deductible. For the purpose of calculating the federal 
income tax, however, just the state tax is deductible. 





122 Taxpayers may now currently take the post war credit against 
their tax, irrespective of whether such taxpayers purchased war 


bonds, paid life insurance premiums or reduced debts. Public Law 
No. 178. 





NORMAL TAX COMPUTATION—DOMESTIC CORPORATIONS WITH NORMAL-TAX NET INCOMES NOT OVER $50,000 


9. Normal-tax net income (item 40, page 1) 


Piece a fae omar een re 
10. Portion of line 9 (not in excess of $5.000); and tax at 15 percent $ ; ey eee esa: a BP ikiaooeeses 
11. Portion of line 9 (in excess of $5,000 and not in excess of $20,000); and tax at 17 
percent y 17% 
12. Portion of line 9 (in excess ‘of $20, 000 and not in excess of $25,000); and tax at 19 
percent Be Ber en ee ae Oe re Ore Let aes rh Re : are gt 19% 
13. Portion of line 9 (in excess of $25,000); and tax at 31 PE sie ic Ssieee sarees JeclesapeiNeMoles eves GEM nee eaeeeeneeeneaee 
14. Total normal tax (total tax in column 3 of lines 10, 11, 12, and 13) ©. ©... wee ee eee eee eee $ 
CORPORATIONS WITH SURTAX NET INCOMES NOT OVER $50,000 
22. Portion of line 21 (not in excess of $25,000); and tax at 10 percent (or 12 per cent 
in the case of a consolidated return) ; 10% $ 
23. eo of line 21 (in excess of $25,000 and not in excess of $50,000); and tax at 
2 percent (or 24 percent in the case of a consolidated return) Ey ese A oil ne 22% eit Sie a) eee 
24. ee Ss Baie cigs 4 oun wish dee big nal ew ayn Si etgcet erase: ¢ andie Wie careers ere eres ec; 
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The federal corporate income tax form indicates the follow- 
ing applicable normal tax rates: 
8% on the first $ 2,000 of net income 
11% on the next $13,000 of net income 
13% on the next $25,000 of net income 
15% on the balance 


Required: 1) Computations for the determination of: 
a) The manager’s bonus; 
b) The state income tax; 
c) The federal income tax. 
2) Presentation of proof data. 


Solution 
l)a Let: ‘‘B’’ = bonus; ‘‘S’’ = state income tax; ‘‘F’’ = federal 
income tax. 
Then, 1) B = .125($55,151.02 — B—S — F) 


or, 1.125B + .125S + .125F = $6,893.8775 
2) S = .07($55,151.02 —B—S—F) 
or, .07B + 1.078 + .07F = $3,860.5714 
3) F = .08($2,000) + .11($13,000) + .13($25,000) 
+ .15($15,151.02 — B — S) 
or, .15B + .15S + F = $7,112.6530 


1) 1.125B + .125S + .125F = $6,893.8775 
2) .07 B+ 1.07 S+ .07 F = $3,860.5714 


.07875B + .00875S + .00875F = $482.5714 
.00875B + .13375S + .00875F = $482.5714 


Eliminate F: 


4)—.07 B+.125 S == 0 
2) .07B + 1.075 + .07F = $3,860.5714 
3) .15B + .1I5S + #£F = $7,112.6530 








Eliminate F: 07 B+1.07 S+.07F = $3,860.5714 


.0105B + .0105S + .07F =$ 497-8857 
5) .0595B + 1.0595S = $3,362.6857 
4)—.07 B+ .125S = 
Eliminate S: .0074375B + .1324375S = $ 420.3357 
—.074165 B+ .13243758 = 0 
.0816025B =$ 420.3357 
B = $5,151.02 
b. 
Substitute in 5): .0595($5,151.02) + 1.0595S = $3,362.6857 
$306.4857 + 1.0595S = $3,362.6857 
1.0595S = $3,056.20 
S = $2,884.56 
c. 
Substitute in 3): .15($5,151.02) + .15($2,884.56) + F = $7,112.6530 
$772.6530 + $432.6840 + F = $7,112.6530 
F = $5,907.316 


Proof 


Net profits (given) $55,151.02 


Deduct: Bonus (as computed)... ......05.. 605 cesesevess 5,151.02 
Net profits after treating bonus as an expense........ 50,000.00 
RR POR ot acre DoE 8 RRM a tae Ms get MRT 2,884.56 
Net income—basis of federal tax...................... 47,115.44 
Federal tax: 
$ 2,000.00 @ .08 = $ 160.00 
13,000.00 @ .11 = 1,430.00 
25,000.00 @ .13 = 3,250.00 
7,115.44 @ .15 = 1,067.32 
$47,115.44 5,907.32 
ee nae $41,208.12 
Manager’s bonus: 
121%24% of $41,208.12 = $ 5,151.02 
State tax: 
ee UO SID 6. os ss Ons oe cop newk eos baa eels $50,000.00 
I oc oie gers. @ Sineenhs Gale eh $2,884.56 
IN. 5552-5. o ck oo. certs 5,907.32 8,791.88 
i I ns a a's hss peace aera $41,208.12 
Tax: 7% of $41,208.12 = $ 2,884.56 


Further Application of Principles 


Many a taxpayer will be concerned with the limita- 
tion on “windfall” abatement of taxes on income 
greatly increased by war conditions. For instance, 
if the 1942 tax is greater than the 1943 tax, there is 
added to the 1943 tax liability, in addition to other 
increases from 1942, the excess of 75% of the 1943 
tax over a tentative tax for the taxable year 1943, 
based upon the base year’s Surtax Net Income plus 
$20,000. In effect, the cancellation, in a “windfall” 
case, is limited to an amount equal to the tentative 
tax on the computed Surtax Net Income of the 
selected base year plus $20,000. 
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It is therefore evident that to arrive at the total 
1943 tax and the 1942 tentative tax, computations in 
volving the surtaxes will include calculations on a 
graduated scale. Again, algebra may be very helpful. 


Problem 


Assume that a resident client approaches the accountant on 
the question of the anti-windfall tax with the following facts: 

The taxpayer is married and has no dependents. His wife 
has at no time had any income and files no returns. His surtax 
net income for any and all base years was zero. The full 
amount of the victory tax post war credit for the taxable year 
1943 is claimed currently.” His salary as president of a domes- 
tic corporation is his sole source of income. His tax for the 
taxable year 1942 is greater than that for the taxable year 1943. 
His surtax net income for each of the years 1942 and 1943 is 
more than $20,000. 

Required: Determine the amount beyond which his 1943 
earnings will be subject to the anti-windfall 
provisions. 

Solution 


Since the taxpayer has no Surtax Net Income for any of the 
taxable years 1937, 1938, 1939 or 1940, he is assumed to have 
a Surtax Net Income of $20,000," on which, the surtax, normal 
tax and net victory tax amount to a total tentative tax,” of 
$7,760. Since that must be equal to 75% of the 1943 tax, then 
a ha divided by .75 will equal $10,346.67, the 1943 tax. 

en, 


Let N = Normal tax 
S = Surtax 
V = Net Victory tax 
I = Net Income for 1943 


1) N = .06(I — $1,200 — $1,400) 

2) S = $6,940 + .52(I — $1,200 — $22,000) 
3) V = .03(I — $624) 

4)N+S+ V = $10,346.67 


Solving: 
N = $ 1,382.89 
S= 8,213.05 
V= 750.73 
I= 25,648.17 
Answer: $25,648.17 
Proof 
Earned Income for 1943........... $25,648.17 
Less: Personal exemption ........ 1,200.00 
Surtax Net Income: .....6.....0.0% $24,448.17 
Less: Earned Income credit ...... 1,400.00 
Normal Tax Net Income .......... $23,048.17 
Normal tax at 6%... ...5.66....05- $ 1,382.89 
Surtax: 
8) $ 6,940.00 
SMACAT ME 52% 66 os 1,273.05 8,213.05 
$24,448.17 
Normal] tax and Surtax.......... $ 9,595.94 
Victory tax Net Income. . $25,648.17 
Less: Specific exemption 624.00 
$25,024.17 
Victory Ga Ot SG oe csisinic sens toe, ABS 
Less: Credit claimed  currentl 
($1,000 or 40% of $1,251.21, 
whichever is the lesser)..... 500.48 
Wet Victory tak. ......5 64. .65.. 750.73 
TOtnl C88... .6650:.. ae eee $10,346.67 
75% GE 1943 Game GE SIO BIG GT oan oink dickens $7,760.00 
Pre-War comparison: 
Surtax on $20,000.00 ..... $ 5,960.00 
Normal tax: 
$20,000.00 at 6% 1,200.00 $ 7,160.00 
Victory tax: 
$20,000.00 at 5% $1,000.00 
Less: Post war credit ap- 
plicable: 
($1,000, or 40% of 
$1,000, whichever is 
the lesser) ..... 400.00 
a. a ne 600.00 
TOTAL TENTATIVE TAX....... $ 7,760.00 7,760.00 
EXCESS OVER TENTATIVE TAX 0 





18 Section 6 (c) (2) Current Tax Payment Act of 1943. 
%4The specific exemption of $624 was not deducted in computing 
the tentative victory tax; see illustration in T. D. 5300 Section 36.3 


(Regulations under Section 6 of the Current Tax Payment Act 
of 1943). 


Graduated Bonus and the Income Tax 








By JOHN K. HULSE, C.P.A. 


Minimum Lump-Sum Deduction for Individuals 


REVIOUSLY, I proposed a method of tax 
P rotiection, which would eliminate the necessity 

of 30 million taxpayers of filing annual tax re- 
turns. Its basis was the deduction of the exact 
amount of tax at the source. More specifically, it 
called for deduction of the exact amount of the tax 
liability on earned income in the bottom surtax bracket 
—then approximately 30 million taxpayers affected 
would not have to file annual returns. 

In order to deduct the exact amount of the tax, it 
was pointed out that three changes in the structure 
of the law would be required, namely, to (1) repeal 
the Victory Tax, as such, (2) eliminate the earned- 
income credit, and (3) allow a minimum lump-sum 
deduction to all individual taxpayers. 

The Current Tax Payment Act, approved June 9, 
1943, reflected no serious consideration of the sug- 
gestions relating to the Victory Tax or the earned 
income credit, hence it was impossible to provide for 
deducting the exact amount of the tax in the bottom 
bracket. Deduction of tax estimated as closely as 
possible to the exact amount was provided for by 
increasing the statutory personal exemptions, in es- 
tablishing the withholding exemption, to include 
small amounts representing “normal” deductions. In 
this way year-end adjustments will be minimum 
amounts, but everybody is required to file a return, 
and the Treasury will have to adjust the tax of each 
taxpayer by further collection or by refund or credit. 

Meanwhile, the complexities of the withholding 
operation established by the Current Tax Payment 
Act, the mathematical gymnastics required to negoti- 
ate the 1942-1943 transition to current payment of 
the tax, and the enlargement of the taxpaying army 
by some 25 million or more persons who had never 
before been exposed to the mysteries of the illusory 
statutory concept known as the income tax, created 
a clamor for simplification so great that even the 
Treasury decided something ought to be done. 

Having reached this decision, the Treasury recom- 
mended to the Ways and Means Committee at its 
recent hearings that certain things be done to sim- 
plify the tax, including suggestions to (1) repeal the 
Victory Tax, as such, and (2) eliminate the earned- 
income credit. Those suggestions seem familiar 
enough, and indications are that they will be favor- 
ably acted upon, but what about the third one—the 
minimum lump-sum deduction? 

There are several important reasons why the exact 
amount of the tax liability should be deducted at 
source for the maximum possible number of taxpayers: 


(1) The remaining change in the Code which is 
necessary to deduction of the exact tax, namely, the 
allowance of a minimum lump-sum deduction, is re- 
quired in the interests of fairness to the millions of 
new taxpayers who do not have even a vague idea as 
to what deductions are allowable, and who do not 
and generally cannot keep accurate records, particu- 
larly of such items as donations and the various 
kinds of deductible taxes they pay. Thousands of 
these new taxpayers cannot even read. The inevi- 
table result will be that the better informed and the 
more reckless will claim largely and save tax by so 
doing, while the poorly informed and the more con- 
scientious will claim conservatively or not at all, and 
will overpay the tax accordingly. 

A typical lump-sum allowance of an amount deter- 
mined with a view to covering all usual and ordinary 
deductions, accompanied by an administrative pur- 
pose to require adequate proof of deductions exceed- 
ing such a typical minimum amount, would eliminate 
this inequity, and would save these befuddled tax- 
payers many a bad night and a lot of daylight hours 
required for standing in line to get help on their 
returns. 

Such a typical allowance for a married man or head 
of a family would be, let us say, $120. Better still, 
recognize the inequitable income tax effect of the 
current housing situation and the temporary shift in 
working population, and make it a higher amount, 
say $240, to cover the equivalent of the tax on the 
houses which these taxpayers cannot buy because 
there are none to buy or because they are working in 
a temporary location on war work. On the same 
assembly line may be an older resident of the place 
who can deduct the tax on his property. There is no 
point to penalizing a large group of taxpayers under 
a social policy which cannot be practiced for lack of 
means to implement it. And there is no equality of 
tax burden between these workers, because the one 
who is a temporary resident will pay in rent more 
than the home owner will pay in taxes, interest and 
upkeep, yet their contributions to the war effort may 
be identical. 

Not only would the larger of these typical allow- 
ances do away with this additional inequity, but it 
would increase the number of taxpayers whose exact 
tax liability would be discharged by withholding. If 
such allowances would adversely affect the revenues 
to a degree requiring correction, proper adjustment 
could be made through the rates of tax imposed. In this 
way the burden would be more equitably distributed. 


In the June, 1943 issue of TAXES—The Tax Magazine, Mr. Hulse in his article— 





“The Proposed Elimination of Income Tax Returns by the Majority of Individuals”— 
described the purpose of a method of collection of tax at the source, which was suggested 
to the Ways and Means Committee at its hearings on the Current Tax Payment Bill, to 
prevent the necessity of filing annual returns by some 30 million taxpayers. This is aided 


in accomplishment by deducting at the source the exact amount of tax due from these 
taxpayers. 
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(2) As a matter of theory, it is no more difficult 
for a taxpayer to recover a tax overpaid, with interest, 
than it is to pay a deficiency, including interest. That 
is the theory underlying the adjustment of the tax of 
the 30 million taxpayers whose estimated tax will be 
deducted at source. If we assume inadequate deduc- 
tion for half of them, and excessive deduction for the 
other half, then theoretically, at some future time, 
bills for deficiencies will be sent to 15 million tax- 
payers and checks for overpayments to the other 
15 million. While all this is expensive and unneces- 
sary, and annoying to at least half of these taxpayers, 
yet it is the theory. In order to assume equality of 
treatment for all of these taxpayers, we must assume 
that a return involving a deficiency will receive the 
same degree of examination and scrutiny as will one 
indicating a refund. Such an assumption would run 
counter to all of the check-and-double-check-and re- 
check routine surrounding government disbursements. 

(3) A third feature of importance is the cost of 
making these 30 million tax adjustments. If they cost 
$10 each, the cost would be $300,000,000. It is hard 
to imagine a figure lower than $10 as an average, and 
this is assuming that all of these taxpayers will file 
returns. There are grounds for belief that this as- 
sumption is not entirely safe. 

(4) Finally, if the exact tax can be deducted at 
source from the earned income of these 30 million tax- 
payers, what would be the point of requiring returns 
from them? It costs the taxpayers time and money 
to file them, it costs the government money to handle 
them. The net result, aside from the cost, is zero, 
because all of the tax has been paid. And besides the 
unsafe assumption that they will all file, we must 
make the further doubtful assumption that there is 
trained personnel available to audit and adjust them 
within a reasonable period of time. 


Objections to Proposals 


Three objections have been advanced concerning 
the proposal to eliminate the requirement for filing 
returns where the exact tax has been deducted at 
source. Itis argued that returns are required: (1) To 
protect the taxpayer, (2) To relieve the employer of 
burdens that would have to be imposed upon him if 
there were no check upon the taxpayer’s statement, 
and (3) To make possible the auditing required for 
effective administration. Let us consider these in the 
order stated: 

(1) “To protect the taxpayer.” None would deny 
that under the present income tax structure and the 
withholding operation in effect, the taxpayer has to 
be protected, even from himself. A person more in 
need of protection could hardly be visualized. 

Shall we add a Treasury auditor to protect him? 
These auditors usually do things about taxpayers, but 
those things rarely come under the heading of “pro- 
tection.” Will the auditor call in the bewildered 
taxpayer and explain carefully to him all about the vari- 
ous deductions he is entitled to, and advise him as 
to what will be acceptable as evidence that the amounts 
he might claim are reasonable? That is the kind of 
protection he really needs under the present system. 

There is a practical solution to this protection idea. 
With probable integration of the Victory Tax with 
the income tax and repeal of the earned-income credit, 
all of the tax on earned income in the bottom surtax 
bracket can be collected at a single combined tax rate, 
and if a minimum lump-sum deduction is allowed, the 
exact amount of tax in this bracket can be collected 
from the vast majority of the 30 million taxpayers 
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concerned. This would be done in such manner that 
the taxpayer (employe) would understand exactly 
what is happening to his pay. He would know that 
his “withholding exemption” would be the sum of his 
personal exemption, his credit for dependents, and 
the lump-sum deduction, divided by the number of 
pay periods in the year. He would know what the 
combined tax rate is, and that the tax deducted should 
be an amount consisting of this rate applied to the 
excess of his pay over his withholding exemption. He 
could protect himself because he could understand the 
operation of the withholding as it affects his earned 
income. There is no better medium of protection than 
understanding. He would also have the further pro- 
tection of government examination of the employer’s 
records and reports of the withholding. 


(2) “Torelieve the employer of burdens that would 
have to be imposed upon him if there were no check 
upon the taxpayer’s statement.” The check upon the 
taxpayer’s statement would consist of a verification 
by Treasury employes of his claims for exemption 
and dependents. That would not be done from income 
tax returns, but from the “withholding exemption 
certificates” filed by the employe. It would not be 
the employer’s duty to verify them, any more than it 
is his present duty to do so. Only a small part of 
these certificates would require verification, as it would 
not be necessary to verify those for single persons 
or for married persons claiming no exemption nor 
dependents. 


(3) “To make possible the auditing required for 
effective administration.” The only important feature 
of auditing would be that covering deduction at source 
in accordance with exemption certificates filed, and 
verified so far as necessary, A payroll covering thou- 
sands of employes could be examined within the length 
of time required to audit a dozen income tax:returns. 
All taxpayers claiming deductions in excess of the 
established minimum lump-sum deduction would be 
entitled to file returns, and such of these as are filed 
would be audited as a matter of course. 


No Delinquencies Except in Higher Brackets 


But any statistics based on returns timely filed will 
be meaningless for purposes of revenue legislation 
because of the inevitably large number of filing delin- 
quencies under the present system. Under the pro- 
posed plan, there could be no filing delinquencies 
except in the higher income brackets. The only 
reliable statistics would be those compiled from ex- 
emption certificates filed and taxes deducted at source 
in accordance therewith. 


Expense of Adjusting the Tax Saved 


Retention of the requirement for filing all these 
returns, however, would merely reduce, to that extent, 
the potential benefits of the lump-sum deduction. 
There would still be the tremendous saving in expense 
of adjusting the tax on most of the 30 million returns 
involved; there would still be the withholding of the 
exact amount of the tax liability, resulting in less 
cost and annoyance to both the employer and the 
employe; there would still be the greatly reduced 
cost of auditing returns, as no action would be re- 
quired where total deductions claimed would not ex- 
ceed the lump-sum allowance prescribed ; there would 
still be the benefit to the uninformed taxpayer in pre- 
paring his return, in that’he need list deductions only 


[Mr. Hulse’s article is concluded on page 40] 


















By FRANK W. DIBBLE, C.P.A. 


Bearing the Burden of the Retailers’ Occupational Tax 


Mr. Dibble is a Certified Public Accountant in Illinois and Indiana and head of the firm of 
Frank W. Dibble & Company. His interesting article is based upon personal experience with 
retailers’ sales taxes. 


ANY of you probably remember the old, old 
M story about the young engineering stu- 

dent who was computing the height of a 
smokestack by triangulation with his new slide-rule. 
He became so engrossed in manipulating the new rule 
and in trying to read the exact numbers that he did 
not notice that one of the sines became reversed in 
his computations. The result was he submitted an 
answer showing the height to be a minus 100 feet. 

Just such a paradox seems to exist in interpreting 
the refund provisions of the Illinois Retailers’ Occupa- 
tion Tax Act today. The Illinois Supreme Court held 
in People ex rel. Sterling Lumber and Supply Co. v. 
Workman, on November 19, 1943, that a company 
engaged in the business of selling building materials 
to contractors was not entitled to a refund of an ap- 
parently conceded overpayment of tax of $21,024 
under Sec. 6, as amended, where the— 

“Realator increased the cost of materials sold to its cus- 
tomers in an amount equal to three per cent of the selling 
price and paid a retailers’ occupation tax in an amount equal 
to three per cent of its gross receipts, including the three per 
cent by which it increased the selling price.” 

Section 6 of the Retailers’ Occupation Tax Act, as 
amended July 1, 1941,? requires that the claimant not 
only prove an overpayment but he must also prove 
that he bore the burden of the tax in order to be 
entitled to a refund or credit. 

It is difficult to understand how the court reached 
a conclusion in the foregoing cited case if the facts 
are understood. Logic would seem to dictate that the 
claimant was at least entitled to some credit under 
the facts reported if the surface is scratched at all. 
Simple arithmetic quickly reveals that if three per 
cent is added to the “selling price” to cover the tax, 
and if three per cent of the “gross receipts (including 
the three per cent by which it increased the selling 
price)” is paid to the State, the taxpayer bears the 
burden of the “tax on the tax.” For example, assume 
the original selling price of an article was $1,000 to 
which the taxpayer had added three per cent thereof, 
or $30, to help cover the cost of the Retailers’ Occu- 
pation Tax. The actual sales price, then, would be 
$1,030, and the taxpayer would pay three per cent of 
$1,030 to the State, or $30.90, as tax. Having added 
only $30 to the original selling price, and having paid 
$30.90 to the State, the taxpayer would be “out of 
pocket” 90 cents. In other words, the burden of the 
tax was borne to the extent of this 90 cents; the 
“tax on the tax.” 

Perhaps, though, the citation from the Sterling Lum- 
ber case has not been correctly interpreted. “Selling 
price” as defined in Section 1 of the Act “means the 
consideration for a sale value in money * * *” and 
by such definition would undoubtedly include any 
amount added to cover the tax. If this is the meaning 
intended by the court, and if the amount added to 





1 CCH Illinois State and Local, Tax Service Par. 68-085. 
* CCH Illinois State and Local, Tax Service Par. 63-201.01. 
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cover the cost of doing business under the Retailers’ 
Occupation Tax Act actually equalled, or exceeded, 
the amount due and paid to the State,? then the tax- 
payer undoubtedly would not have borne the burden 
of the tax, and even though there was an acknowl- 
edged overpayment, he would not be entitled to a 
refund or credit under Section 6 as amended July 
1, 1941. 

The subject becomes more complicated where trade- 
ins are involved and losses sustained thereon. Any 
retailer selling furniture, refrigerators, farm machin- 
ery, automobiles, and even the company selling build- 
ing materials would be affected if used merchandise 
were accepted in trade on the sale of new and other 
used merchandise. An actual case on which a hearing 
was recently held is illustrated by the following 
tabulation: 


Total selling prices of new articles before tax added... $1,000,000 








Amount added for sales tax, 3 percent thereof...... 30,000 
Actual sales prices of new articles as billed........ $1,030,000 
Deduct net gross losses on the sales of traded-in 

aS Fal me ORE ea ee PS ete eit i ne 50,000 
Net cash receipts on which tax would be due under 

MI UNE ce oe eo cece nk non ee ee es $ 980,000 
Tax actually paid on such sales................... $ 31,500 
Tax due under present rule... ....:..-......2.-05- $ 29,400 
Tax overpaid as per State Audit.................. $ 1,000 


Up until December 1, 1938, the substance of the De- 
partment’s rule for traded-in property—old Rule 
No. 15—was to pay tax on the full sales price of the 
new article, as billed, plus tax on any individual gains 
trom the sales of the traded-in articles, plus tax on 
any tangible personal property which might have gone 
into the reconditioning of the used traded-in articles 
where there were individual gross losses. 

The chief reason for bothering to even quote this 
discarded ruling is to help explain the overpayment. 
Had there been no gains or losses on the sales of 
traded-in property in the foregoing actual case, a tax 
of three per cent of $1,030,000 would have been paid, 
or $30.900. But since there were individual profits— 
even though the gross losses exceeded them—tax was 
paid on such gains under old Rule No. 15. In this 
particular case, the individual gross profits amounted 
to $20,000; but with gross losses aggregating $70,000, 
the net result was a $50,000 gross loss as shown above. 
Three per cent of the $20,000 individual gross profits 
is $600—accounting for the difference between the 
$30,900 mentioned and the actual tax paid of $31,500. 

From December 1, 1938 to April 3, 1939 the tax was 
pyramided.* During this period tax was paid not only 
on the entire sales price of the new article but also 
on the entire sales prices of the traded-in property. 

Beginning April 3, 1939, which is the date of the pres- 
ent ruling, the foregoing rules were revised retro-actively 





?It is quite possible that this meaning was intended because the 
syllabus states ‘‘* * * where the tax was passed on * * * by an 
increase in selling price equal to the tax * * *”’ 


*CCH Mllinois State and Local,- Tax Service Par. 60-113.002.... .- 
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to July 1, 1933 so as to tax only the cash (and property 
other than the traded-in property) received on each sale 
and trade.> It was under this ruling the computation 
was made to show a tax due of $29,400 in the fore- 
going actual case (3% of $980,000 receipts equals 
$29,400). Actually, then, without any other factors 
entering into the picture, theeoverpayment should 
have been $2,100, computed as follows: 





Tax actually paid onall sales................ $31,500 
Tax due under present rule................. 29,400 
Overpayment should have been........... $ 2,100 


However, due to the taxpayer’s failure to report cer- 
tain receipts from other activities of his business which 
were taxable, such as sales of merchandise sold at 
a discount to consumers but erroneously classified as 
wholesale sales, and erroneously taking deduction for 
sales made to out-of-state customers which were not 
actually made in interstate commerce, etc., the net 
overpayment was reduced to $1,000. 

The Department of Revenue of the State of Illinois 

apparently agrees that the taxpayer would bear the 
burden of the 90 cents tax in the example where $30.00 
was added to the selling price of $1,000.00, and $30.90 
tax was paid (3% of $1,030), as indicated from the 
following quotation from a letter received (dated 
August 12, 1943) discussing the illustrated actual 
case: 
“* * * we arrive at the conclusion that the only item on 
which the taxpayer could have made a legal overpayment, as 
referred to Section 6 of the Act, arose because of the tax 
which was paid on the so-called tax by the taxpayer in the 
present matter. For example, new car selling price of $1,000.00, 
to which the taxpayer added 3% or $30.00, and reported to 
the State receipts of that amount, but in computing this tax 
liability he paid 3% of $1,030.00 or $30.90. In other words, 
we now arrive at the conclusion that the only legal overpay- 
ment that could have been made by this taxpayer arose be- 
cause of this 90¢, and our reason for this is due to the fact 
that the taxpayer did not, in any instance, ever pass on any 
portion of this 90¢ to his customer.” 

But from this point on the Department seems to 
take a unique stand with respect to the effect losses 
on trade-ins would have on the tax burden, quote 
(with figures substituted to fit the actual illustrated 
case): 

“* * * But now we must determine as to whether all of the 
90¢ was an actual over-payment, in that only that portion of it 
was an overpayment which represented the ratio between the 
$50,000.00 figure and the new car sale figure of $1,030,000.00, 
and this ratio is the same as 4.85 is to 100. In other words, the 
$50,000.00 represents 4.85 percent of the taxable selling price 
on which the taxpayer reported and paid tax. It was men- 
tioned in the aforegoing that the 3% on the 3% had been 
previously computed, and that equalled $900.00—4.85 percent 
thereof equals $43.65. This represents the only amount of 


legal over-payment actually made by this taxpayer for the 
period in question, * * *” 


The State’s Contention 


In other words, the State contends that the actual 
Overpayment only amounts to the “tax on the tax,” 
or $900 (the 3% of $30,000 added), multiplied by the 
percentage of gross losses on traded-in property to 
the total sales prices of the new articles; in this case 
4.85 per cent, or a $43.65 overpayment. 

It appears that the State has the solution just turned 
around—if you are going to consider any such scaling- 
down of the taxpayer’s burden as a result of losses. 
One might argue that because the receipts were 
4.85 per cent less than the original billing, as a result 
of the losses, the practical effect is to scale-down the 
components of the transaction as follows: 





5S Art. 3(c) of the Regulations. 


CCH Illinois State and Local, 
Tax Service Par. 60-113. 
















































































4.85% 
loss Cash 
At list allocated received 
List price of new article........ $1,000 $48.50 $951.50 
Amount added for tax. .......... 30 1.46 28.54 
Ee ee ne. $1,030 $49.96 $980.04 











While the taxpayer actually paid $30.90 (3% of 
$1,030) in such a case under Old Rule No. 15, it might 
be further argued, though, that since the net liability 
was determined, finally, under the present trade-in 
rule taxing only the actual receipts from trades, the 
taxpayer in effect has received benefit and credit in 
the final computation for any overpayment of tax aris- 
ing out of such losses. This would mean the taxpayer 
stood 86 cents himself (instead of 90 cents), com- 
puted as follows: 

Tax due under current rule, or we might say paid in a 


certain sense—3% of $980.04, the cash received from 
kg RST nae ae Pe 


$29.40 
Amount out of the $30.00 added to the sales price which 
was actually received, as computed above........... 28.54 





The 86 cents is actually 4.85 per cent less than the 
90 cents, which it should be. Therefore, 4.85 per 
cent of $900 should have been subtracted from the $900 
“tax on tax” in order to arrive at the legal overpay- 
ment, (instead of taking 4.85 per cent of $900 as the 
State suggests) provided this is the correct solution. 

The main objection to such a solution is that it is 
based on a fallacy. One is assuming the taxpayer paid 
$29.40 (the amount due under the present ruling) 
whereas $30.90 actually was paid. You cannot get 
away from that fact. Consequently, if only $28.54 
was collected, as computed above, the taxpayer was 
“out of pocket,” not 90 cents, but $2.36 ($30.90 minus 
$28.54). 

Applying this method of solution to the illustrated 
actual case, the taxpayer bore the burden of $2,955 
in tax, computed as follows: 


I a tic ae od Ban RE $31,500 

Amount realized out of $30,000 added for sales tax 
gg ere 28,545 
$2,955 


Difficult to Prove the Burden of the Tax 


Obviously, the most difficult point about obtaining 
a credit is to prove the burden of the tax. But paying 
the State $30.90, when only $30.00 was added in the 
first place—-and only $28.54 collected, mind you—is 
financial burden in any man’s language. Having 
proved that point, the only consideration remaining is 
to determine whether or not there are any extenuating 
circumstances which would reduce the credit to which 
the taxpayer would otherwise be entitled. If, as in 
the illustrated actual case, the tax was overpaid a net 
$1,000, and it is reasonably certain the taxpayer was 
originally “out of pocket” $2,955 as computed above, 
he is entitled to a credit for any overpayment up to 
the amount he “bore the burden.” In other words, 
he is entitled to a credit for the full $2,955 tax which 
he bore originally because it is obvious that, if the net 
overpayment is only $1,000, there were underpay- 
ments somewhere along the line which must be ap- 
plied thereto. 

Another contention made by the State is that it is 
a foregone conclusion that if the $30 had not been 
added to the list price, the receipts would have been 
that much less; consequently, if only $29.40 was com- 


[Concluded on page 31] 
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The Shoptalkers: “It’s rather amazing,” observed 
Oldtimer, “to find that so comparatively few businesses 
have established any funding procedures in connection 
with depreciation. It’s a policy matter that seems to 
have escaped attention.” 

“Are you referring to setting aside cash in an 
amount equivalent to accruing depreciation?” inquired 
Philo. “I think we talked about that some time ago. 
An excellent idea!” 

“That’s particularly timely right now,” contributed 
the Kid, “with post-war reserves being up for a lot 
of discussion. Of course, journal entry reserves won’t 
get anybody anywhere. It’s got to be cash reserves, 
and they’ll certainly be needed for post-war realign- 
ment of output.” 

“The alternative being .?” wondered Dash. 

“There are three alternatives,” proclaimed Oldtimer. 
“Either fold up, or get Government working capital, 
or get private working capital, for the reconversion. 
Those are the only angles to the problem.” 

“After ten years of deficit financing, and then pay- 
ing for a war,” said Philo, “I think you’ll find the 
American public sick to the vomiting point of ever- 
present Government. Private financing will be the 
answer.” 

“T hope you are right,” answered Oldtimer. “But 
nobody is going to throw good money after bad; the 
set-up will have to be intrinsically sound, before any 
working capital will be forthcoming, from any quarter. 
He who has funded reserves will be at a good 
advantage .. .” 

“Isn’t that a case of ‘He Who Helps Himself .. .’” 
suggested the Kid. 

“Isn't that always the case, in the long run,” re- 
torted Oldtimer. “Prudent management lasts longer 
than slipshod management—and it’s darn prudent to 
start now, to fund all reserves; put them on a cash 
footing.” 

“What’s the matter with War Bonds?” exclaimed 
the Kid. 

“Naturally, that’s what I am talking about,” replied 
Oldtimer. “With ‘cash’ I mean properly invested 
cash, and only War Bonds come under that heading 
right now.” 

“Your procedure would be, then,” summarized 
Dash, “to making journal entries for periodically ac- 
cruing depreciation, as heretofore, plus drawing a 
check for the same amount and depositing that in a 
separate account—is that it?” 

“Plus then investing it in War Bonds,” added 
Oldtimer. “Yes, that’s it.” 

“Having settled that,” said the Kid, “here’s an inter- 
esting letter from Robert H. Montgomery, the dean 
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of taxperts. He wants to change the whole deprecia- 
tion set-up in our tax administration . . .” 

“Coming from Montgomery himself, there must be 
something to it,” announced Law. “He’s a taxpert 
than which there’s none whicher.” 

“Well, what’s he got to say ?” echoed Star and Dash. 

“Principally, he suggests that we stop bickering 
about depreciation rates,” answered the Kid. “He 
observes that in the over-all picture the Treasury 
would have saved time and collected more money if 
agents hadn’t gone around chopping off 1% here and 
34% there, from taxpayers’ depreciation rates.” 

“How so?” asked Star. 

“Elementary, my dear sir,” replied the Kid. “De- 
preciation deductions would have been exhausted that 
much sooner, and in years when tax rates, as now, 
were higher. That’s all there’s to it.” 

“What’s Montgomery’s idea as to how this should 
have been administered, from a practical viewpoint ?” 
queried Philo. 

“Merely that the Treasury could have accepted the 
taxpayer’s rates—within reason, of course—and that. 
the taxpayer should have been bound by what his 
books reflected,” explained the Kid. , 

“That makes darn good sense,’ said Oldtimer. 
“And that’s probably the only trouble with it; it’s too 
simple and obvious. But let’s hope we get some- 
where, in that direction.” 

“Montgomery has another clause in his letter,” con- 
tinued the Kid, “and that one will interest all CPA’s. 
He proposes that the Bureau should accept as correct, 
the net income shown by a taxpayer’s books and 
‘certified to in the report of an independent Certified 
Public Accountant.’ Quite a departure, eh?” 

“Does he propose that the Bureau be disbanded?” 
injected Star, “with the CPA’S taking over the field 
work ?” 

“Not exactly,” grinned the Kid. “The Bureau 
would continue to keep an eye peeled for gross negli- 
gence and fraud. But for the rest of it, the taxpayer 
who claims too much in one year will have just that 
much less to claim in the following year.” 

“Assuming his figures are on the up and up,” added 
Dash. 

“Naturally,” agreed the Kid. “As I said, fraud 
would still be acted on by the Bureau.” 

“Tt seems to me,” intoned Philo, “that something 
like that has been practiced in Great Britain for many 
years. There the Department of Inland Revenue 
places great reliance on the certification of the Char- 
tered Accountant, and field administration is much 
facilitated as a result.” 

“I’ve heard something like that, too,” confirmed 
Oldtimer. “Not a bad idea at all. I guess you can 
tell Montgomery we are all rooting for him on that!” 
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Taxperts: Howard W. Bordner of New York is— 
like Lewis Gluick, the original Shoptalker—a Lt. 
Commander, USNR. 

Joseph C. Boyd, also a New Yorker, is an ensign 
with the Amphibious Command, and relates some in- 
teresting experiences on an LST boat. 

Russell M. Riggins, of Bartlesville, Okla., is a 
Lt. Colonel, attached to the Office of the Chief of 
Ordnance. 

And Hugo Barthelson turns up, all of a sudden, at 
the Naval Training Station, Sampson, N. Y. 

* * * 


The Language of Business: Breathes there a CPA 
with a soul so dead that he hasn’t meditated, now and 
then, on how accounting statements appear to the 
layman and what can be done to put across what 
business has to say in as clear and universally under- 
standable a manner as possible? 

In its own inimitable manner, The New Yorker 
touches on this point, and the Shoptalker has secured 
permission to reprint the item, so here it is: 

“A fundamental sickness in banks is that a bank’s 
total resources are always the same as its total liabili- 
ties. —Toapenny. If we were a bank executive, this 
condition would be extremely disturbing to us, and we 
are of the opinion that actually it is disturbing to bank 
people, even though they pretend they understand it. 
Seeing two columns of figures that come out to a penny 
every month is enough to drive anybody nuts. We 
have just been studying the Guaranty Trust’s most 
recent statement and it is the same old dreary story 
—the total resources are a big number with nine cents 
on the end of it, the total liabilities are the same big 
number with nine cents on the end of it. Marvel- 
lous equilibrium, but a little fishy. There must be 
months when a bank weaves about a bit, just like any- 
body else, even if it’s only from something it ate. 
We’ve occasionally noticed a hunted look come into 
the eyes of bankers, and we believe we know the 
reason. - 

Our wife thinks it’s shocking that banks don’t have 
at least twice as many resources as liabilities. In 
her opinion, a bank that hasn’t got a penny left over 
is skating on very thin ice.” 


* * * 


Patriotic Contributors: In the two years since the 
Japanese attacked Pearl Harbor, approximately 40,000 
men, women and children have donated to the Gov- 
ernment for war purposes a total of $5,106,989.44, a 
Treasury report reveals. 

The cash gifts, in amounts ranging upward from 
one cent, came from almost as wide a variety of 
persons as could be found in the returns from a Federal 
census. Some of the contributors not only made their 
donations but also paid taxes and bought bonds in 
large amounts; some sent their gifts because they had 
no taxes to pay; some donated their money instead 
of buying bonds or war savings stamps because they 
“wanted nothing in return.” 

Thousands of letters, all warm with simply-phrased 
love of country, have accompanied the contributions. 
The letters are filed in the Treasury’s Division of 
Bookkeeping and Warrants, and it is not a mere figure 
of speech to say that in the rooms where the files 
are kept, the wartime beat of the American heart can 
be heard. 

_ General Dwight D. Eisenhower, Allied commander- 
in-chief in North Africa-Sicily-Italy, has just joined 
the list of contributors. General Eisenhower received 
a $25 war bond as a gift from a Philadelphia admirer, 
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and forwarded it to the adjutant general of the War 
Department at Washington with a memorandum stat- 
ing: “I request that you deliver this to the United 
States Treasury with the request that proceeds be 
used to further the war effort.” 

In the same mail was another $25 war bond which 
Private Gilbert M. Tuoni, member of an Army boat 
company on duty at an eastern port of embarkation, 
said he was presenting to the Treasury “as my modest 
contribution toward our victory.” 

There have been many other gifts from military or 
near-military sources. A Missourian who felt that he 
was overpaid for the time he spent in the Army re- 
cently squared his account in accordance with that 
view. Writing from St. Louis, he said: 

“Being an ex-soldier, having served seven months 
in the U. S. Army, I feel that fifty dollars and up a 
month is too much money to pay a soldier, especially 
one in training. 

“Some time ago I sent you one hundred and ten 
dollars. I am now sending you four defense bonds 
I purchased while in the Army. This will make up 
in full the money I received over $21 a month, which 
I feel is sufficient pay for a soldier. Use this money 
to purchase medical supplies for wounded soldiers.” 

Hundreds of regular contributors began making 
weekly or monthly remittances in 1942 or 1943. One 
of these, an American oil company official stationed 
at Maracaibo, Venezuela, has had his New York bank 
send the Treasury $416 each month for the last four- 
teen months, his total now being $5,824. Thirty-one 
checks totaling $4,650.48 have been received since 
March, 1942, from the proprietor of a souvenir store 
in Mexico City. The storekeeper explained in the be- 
ginning that he intended to remit 25 percent of each 
month’s sales by his store to American citizens, and 
would add $200 occasionally out of his own means. 

It is not unusual for a regular contributor to regard 
his or her donation schedule as a definite pledge. 
Letter writers now and then apologize to the Treasury 
for failure to remit “on time.” 

Most of the expressions accompanying the gifts are 
brief but heartfelt, such as this recent one from a 
Dayton, Ohio, resident: “Because of the many bless- 
ings received from the goodness of this country, I felt 
that I should make a gift to the Treasury Department. 
I am therefore enclosing herewith $100 as such.” 

A woman living in Brooklyn, N. Y., said: “I am 
enclosing $5 as a donation to our American soldiers 
on the fighting front who are giving their lives to 
protect our civilians.” 

The proprietor of a second-hand store in Seymour, 
Missouri, sent $25 with the explanation that the sum 
represented the proceeds of a pie supper at his place 
of business November 11. “Please use this money to 
help whip Hitler and the Japs,” he added. 

Two recent remittances not only aided the war effort 
but also helped relieve the penny shortage. The post- 
master at Oran, Missouri, forwarded 149 pennies to 
the Treasury, reporting that a resident of Oran turned 
them in at the Post Office and asked that the Govern- 
ment make use of them. “He wanted nothing in re- 
turn,” the postmaster’s message said. A woman’s 
Bible class in Austin, Texas, at about the same time 
sent 1,503 pennies to be used for the purchase of 
oxygen for the Army Air Force. 

A nine-year-old of Sacramento, California, became 
a benefactor of the Coast Guard when he sent $20 
with this letter: “On Ocober 28 I will be 9 years old. 
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My grandfather is giving me $20 for my birthday. 
Here it is. My birthday will be a very happy one 
if you will give this $20 to the Coast Guard Academy 
at New London, Connecticut.” 

Age matched the spirit of the California youngster’s 
contribution, in a letter from Kingston, New York, 
reading: “Enclosed please find a small contribution 
(five dollars). I am an elderly man (nearly 77) who 
can have only temporary employment, but I want to 
help a little, if I can, and want no interest on anything 
I can do.” 

There was a heart throb, too, in a note from a 
Brooklyn woman: “Please accept the enclosed for the 
Treasury of the United States as a New Year token 
($18.75) for the safe return of my son.” 

The names of four sergeants, four corporals, eleven 
privates first class and eleven privates were listed as 
contributors to a fund of $40 which the Treasury re- 
ceived from a platoon of Army Engineers, apparently 
on foreign service. “This is a voluntary patriotic ges- 
ture to our fine Government,” wrote the sergeant who 
collected the fund. An unnamed officer of the com- 
pany gave $8 of the $40, the sergeant said, and the 
enlisted men gave the rest. 

If a donation is made unconditionally, it goes into 
the general fund of the Treasury. If the donor speci- 
fies a particular use of his money, the amount is added 
to a Congressional appropriation covering such a 
purpose. Every contributor receives a Treasury 


acknowledgment. 
* * * 


The State Courts: The following are digests of 
recent tax cases decided in the state courts. 


Chain Store — Mail Order Offices (Tex.).—Mail 
order offices are stores within the meaning of the 
Texas Chain Store Tax Statute, where the company’s 
guarantee, appearing in all its catalogs as part of the 
mail order selling plan, warrants to the customer com- 
plete satisfaction or his money back, in which case 
title passes and the sale is consummated after exami- 
nation of the merchandise by the purchaser in the 
mail order office. Montgomery Ward & Co., Inc. v. 
State of Texas. 


Inheritance tax: Refunds — Amounts paid under 
mistake of fact—Equitable relief (Ohio).—By a mis- 
take of fact, inheritance taxes were assessed and paid 
on the value of a running stock account in a building 
and loan association, the account having been ter- 
minated many years before death. It is held that the 
law does not provide any means of obtaining a refund 
but that the Probate Court can give equitable relief 
by modifying the order which fixed the tax to reflect 
the proper tax. Having done so, the court may order 
a refund of the excessive taxes paid, partially by the 
state and partially by the local subdivision of the state. 
It may do so even though the application for modifica- 
tion is filed after term. Estate of Rose Vanderlip, 
Deceased. 


Inheritance tax: Transfers intended to take effect 
at death—Consideration (Pa.).—Four years before 
her death, decedent conveyed a home worth $5,000 to 
A, for $3,000, providing, however, that she should 
have the use of the property for life and that, follow- 
ing her death, A’s father should have a life estate 
therein. It is held that upon decedent’s death there 
was no taxable transfer to A because the price paid 
by him was approximately equal to the value of the 
property transferred less the value of the life estates. 
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The transfer to A’s father, however, is taxable as the 
subject of a transfer intended to take effect at death, 
the tax to be levied upon the value of his life estate 
at the time of decedent’s death, determined by the use 
of mortality tables. Estate of Margaret Arnold 
Oberholzer. 


Federal estate taxes: Deductions (W. Va.).—Fed- 
eral estate taxes are deductible in computing West 
Virginia inheritance taxes because the Federal estate 
tax is levied upon the right to transmit property by 
will or intestacy, while West Virginia inheritance 
taxes are levied upon the right to acquire the property 
so transmitted, thus causing the Federal estate tax to 
be incurred first, and thus making it a debt or encum- 
brance and therefore deductible under the West Vir- 
ginia law. 


Determination of amount.—Decedent’s net estate 
for purposes of the Federal estate tax included a sub- 
stantial amount of life insurance payable to named 
beneficiaries, insurance which was not subject to West 
Virginia inheritance taxes. In determining the amount 
in which the Federal estate taxes should be deductible 
in computing the state inheritance taxes, the court 
holds that the deduction is limited to an amount which 
bears the same relation to the total Federal estate tax 
as the property subject to West Virginia inheritance 
taxes bears to the net estate for Federal estate tax 
purposes. The entire amount is not deductible because 
under the Federal estate tax law the executor may 
recover from the insurance beneficiaries that propor- 
tion of the tax which is attributable to the insurance 
proceeds. The fact that he provides that the tax 
should be paid out of his estate cannot be permitted 
to change the effect of the retmbursement provision 
on the deductibility of the tax. Central Trust Company, 
a Corporation, Executor of the Estate of John H. Ban- 
nister, Deceased, Petitioner, v. George P. Alderson, State 
Tax Commissioner of West Virginia, Respondent. 


Attorney General Opinions: State rulings of in- 
terest. 


War Savings Bonds—Co-owners (Tenn.).—De- 
cedent was the purchaser of war savings bonds, her 
daughter being named as co-owner. The bonds were 
kept in decedent’s safety deposit box. It is ruled that, 
upon decedent’s death, the entire accrued value of the 
bonds is subject to Tennessee inheritance taxes. 
Opinion of the Attorney General. 


Exemptions—Deductions—Bequests for perpetual 
care of burial place (Ore.).—Decedent made a bequest 
of $3,200 to be used for perpetual decoration of the 
place wherein her and her husband’s remains were 
kept. Sec. 20-101-f of the Oregon inheritance tax law 
exempts transfers for “benevolent,” etc., purposes. 
Sec. 99-1932 of the General Laws provides that be- 
quests like that made by decedent are deemed to be 
for “benevolent uses.” Sec. 20-106 permits a deduction 
for inheritance tax purposes on account of funeral 
expenses and amounts not exceeding $500 expended 
for a monument or memorial. It is ruled that the 
classification given such transfers by Sec. 99-1932 does 
not permit the exemption of decedent’s bequest under 
Sec. 20-101 because Sec. 99-1932 is not a part of the 
inheritance tax law and because Sec. 20-106 was de- 
signed to cover such problems. It is ruled further 
that decedent’s bequest should be treated as providing 
for an expenditure for a monument or memorial and 
that, as a result, only the first $500 thereof is de- 
ductible. Opinion of the Attorney General. 
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You Might Be Interested In——? 


Mr. Paul Forastés’ (of Standard Oil Company of 
New Jersey), analysis of the financial Consequences 
of Various Methods of Accounting for Wasting Assets 
in the Oil Industry—a seventy-three page study on 
depletion. 


Mr. J. K. Lasser’s article in the New York Certified 
Public Accountant entitled “When Is There a Change 
in the Character of a Business?” 


Report of Treasury’s Activities 


America’s financial might, as well as her military 
might, took the offensive in 1943, a report of the 
Treasury’s activities discloses. 

The department’s records of participation by “fight- 
ing dollars” in the year’s war effort show that giant 
blows. were struck, while its home front activities 
were spurred to greater efforts. 


3orrowing by the Government aggregated $57 
billions during the twelve months, the report said. 
Of this amount, $33 billions came from sources other 
than commercial banks, and almost half of the $33 
billions came from individuals or from such investors 
as partnerships and personal trust accounts. 


With a goal of $13 billions, the Second War Loan 
of last April produced $18.6 billions. For the Third 
War Loan, in September, the goal was raised to $15 
billions, and the country’s voluntary response was 
$18.9 billions. As one result of the $9.5 billions in 
oversubscriptions, the Treasury was able to postpone 
the Fourth War Loan until 1944. 

The Third War Loan was the first time in history 
that the American Government had sought to accom- 
plish such a large-scale sale of securities exclusively 
to non-banking investors. 

Fifty million persons in 1943 bought a total of 
almost $14 billions worth of Series E, F and G War 
Bonds alone. Twenty-six million were buying War 
3onds through the payroll savings plan at the end 
of the year. 

The review noted that no Government ever before 
borrowed so much from so many. When the many 
lend to the Government in an emergency, it is evi- 
dence of national unity of which none of our enemies 
will fail to take note. And when the Government 
borrows from the many instead of from a few, the ends 
of economic soundness are served. 


Borrowing necessarily is the Government’s first 
reliance in a wartime crisis. The second is to adjust 
the scheme of Federal taxation so that, as promptly 
as possible, taxes will shoulder their proper share of 
the Government’s increased financial burden. 

Net receipts of approximately $34 billions during 
1943 represented a contribution to war costs substan- 
tially less than the increase in the national income 
since war clouds first rolled up. 

Believing that failure to pay currently as great a 
share of war costs as our circumstances permit not 
only invites inflation but is unfair to taxpayers of the 
future, including returning soldiers, the Treasury 
urged Congress to increase the present Federal levies 
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brought out in the article. 


by approximately $10.5 billions per year. So far, the 
response of Congress has been disappointing. 

Tax-paying was made easier for millions of Ameri- 
cans, through inauguration during the year of the 
withholding of individual income taxes from wages 
and salaries, under provisions of the Current Tax 
Payment Act. Meantime, the Treasury has intensified 
a study of avenues of income tax simplification. Methods 
of simplification already have been recommended to 
Congress, and other suggestions will be submitted as 
the Treasury experts complete work on them. 

Wartime responsibilities and activities of the Treas- 
ury extend to many fields other than the negotiating 
of loans and the collection of taxes. 

Looking ahead to postwar problems, the Treasury 
during the closing year made public tentative pro- 
posals prepared by its technical staffs and the experts 
of other interested departments and agencies for an 
International Stabilization Fund of the United and 
Associated Nations, and a United Nations Bank for 
Reconstruction and Development. The proposals, 
neither of which so far has any official status, have 
been communicated to Congress, to finance groups, 
and to the Foreign Ministers of nearly two-score other 
countries, for examination and discussion. Many of 
the Foreign Ministers have sent experts to Washing- 
ton to consult with the Treasury staffs, and present 
their own views. 


Through a census conducted by its Foreign Funds 
Control, the Treasury established detailed reports re- 
garding billions of dollars’ worth of American-owned 
property in foreign lands, including the Axis countries. 


With the approval of the War Production Board, 
the Treasury in 1943 released an additional 225,000,000 
ounces of silver for non-consumptive uses in war 
plants in this country. This use of silver released 
7,900 tons of copper and other materials vitally needed 
for war purposes. In addition, 41,000,000 ounces of 
silver were lend-leased to friendly foreign countries, 
to help them meet their increased wartime needs for 
coinage, and 25,000,000 ounces of silver were sold 
under allocations made by the War Production Board, 
for consumptive use in industries producing war goods. 

Powers of the Alcohol Tax Unit of the Bureau of 
Internal Revenue recently were invoked to attack the 
evils of black marketing of alcoholic liquors. 


Maybe We Did It? 


The September (1943) issue of TAXES—The Tax 
Magazine, contains an article by Robert D. Holzman, 
entitled “Transferee Liability for Unaccrued Fran- 
chise Tax”. This article stressed the great unfairness 
of Section 214(a) of the New York franchise tax law 
which made a bona fide purchaser of 51% of the assets 
of another corporation subject to the entire franchise 


tax of the vendor, even where there was no continuity 
of interest. 


It may or may not be as a consequence of this arti- 
cle, but Rollin Browne, president of the State Tax 
Commission, has just recommended certain changes 
to be made in the franchise tax law in a report to 
Governor Dewey, and recommendation X states in 
part: 

“The provision does not completely cure the 
evil at which it is aimed and, moreover, it works 
harshly in many of the cases to which it does apply.” 
The recommendation then proceeds to abolish the 

objectionable features of Section 214 (a) that had been 








WASHINGTON 
vnee SAME TOK sess 





The Revenue Bill: Maybe it was a Congressional 
Christmas present. Congress adjourned for the holi- 
days, leaving the tax bill for further consideration after 
the holidays. Your Christmas shopping thus escaped 
the intended higher luxury excise taxes. Before the 
bill can become law, the House Ways and Means 
Committee and the Senate Finance Committee must 
compromise the differences between their respective 
tax measures. Neither measure will produce the 
amount requested by the Treasury, nor the amount 
which the Treasury believes possible for taxpayers to 
pay. “There can be no doubt of the ability of the 
people of the United States to pay taxes much higher 
than those now levied. Of course, it would be hard 
because war itself is hard. But the very fact that we 
are threatened with inflation is evidence of our ability 
to pay higher taxes, for it means that we have more 
dollars to spend than things to buy with them.” So 
said Mr. Daniel W. Bell, Under Secretary of the 
Treasury before the Worcester Economic Club. The 
Senate Finance Committee reported the tax bill to 
the Senate on December 21, just prior to adjournment 
by Congress. Congress reconvenes on January 10, 
1944. The Committee has announced the following 
action regarding the contents of its bill: 


Excess Profits Tax.—Approved Secs. 202 and 206 
of the House Bill, relating to tax rate and relief pub- 
licity. Agreed to set the top bracket for excess 
profits tax credit in Sec. 205 at 5% of the excess over 
$10,000,000 of invested capital. 


Drafted a technical amendment to post-war credit 
provisions designed to give relief to fiscal year corpo- 
rations for years ending after June 30, 1942. 

Provided that the nontaxable income from exempt 
excess output of a coal mining or iron mining property 
or a timber block, which was not in operation during 
the base period, shall be % of the net income for 
the taxable vear. 

Adopted an amendment providing that Sec. 208 
(relating to nontaxable income of certain industries 
with depletable resources) shall be applicable with re- 





spect to taxable years beginning after December 
31, 1941. 

Excluded from relief granted to natural gas com- 
panies income from transportation of gas by pipe line. 


Declared Value Excess-Profits Tax.—Excluded long 


term capital gains in determining net income subject 
to tax. 


Victory Tax.—Voted to adhere to the principles of 
the Victory tax as in the present law in lieu of the 
minimum tax now in the House Bill. Voted flat 3% 
rate with $624 exemption and no post-war credit. 


Income Tax.—Exempted fraternal organizations 
operating under the lodge system from the return 
requirements of Sec. 112 of the House Bill. 

Approved same relief for corporations coming out 
of receivership as is provided for bankrupt railroads 
under the 1942 Act. 

Agreed to House provision repealing earned income 
credit. 

Approved Sec. 110 of the House Bill relating to 
denial of deduction for Federal excise taxes. 

Reworded part of House Bill Sec. 115 as follows: 

“If any person or persons acquire, on or after Oc- 
tober 8, 1940, directly or indirectly control (more than 
50 percent) of a corporation, and the principal purpose 
for which such acquisition was made is evasion or 
avoidance of Federal income or excess-profits tax by 
securing the benefit of a deduction, credit, or other 
allowance which such person would otherwise enjoy, 
then such deduction, credit, or other allowance shall 
not be allowed.” 

Made permanent the percentage depletion provi- 
sions regarding potash. 

Adopted an amendment providing that contribu- 
tions by corporations to veterans’ organizations can 
be deductible up to 5% of net income. 

Transferred perpetual insurance companies now un- 
der Code Sec. 204 to Sec. 207. 

Made 1942 Act provision relative to seven-year stat- 
ute of limitations for claims for refund retroactive to 
1938 instead of 1939. 

Repealed the windfall provisions in the Current Tax 
Payment Act. 

Adopted amendment to give timber the capital gains 
treatment. 

Adopted an amendment providing that if an indi- 
vidual sustains a net loss from a trade or business 
for 5 consecutive years, his tax for such years shall 
be recomputed and, to the extent that such loss ex- 
ceeds $20,000 for a year, it cannot be applied as a 
deduction against his other income for the year. 

Approved in principle amendment to Code Sec. 23 (k), 
which in effect would restore law effective prior to 
1942 with respect to partially worthless debts. 

Approved in principle an amendment relative to the 
treatment of foreign trade corporations with respect 
to consolidated returns. 


Estate and Gift Taxes.—Extended the time for tax- 


free release of powers of appointment until December 
31, 1944. 


Senator Walter Franklin George: Our cover this 
month carries the picture of Senator George, the 
Chairman of the Senate Finance Committee. He has 
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GOVERNMENTAL DEBT IN THE UNITED STATES: 1943 


Federal, State, and Local Government Gross Debt Outstanding, By Type of 
Government: Selected Years 1902-1943? 


Amounts in millions 


ere 


] 








mmc SLATE AND LOCAL, 





agra + 
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School Special 


§ YEAR Total Federal Total State? Total County City* Township district district 
 § ener $155,341 $136,696 $18,645 $2,862 $15,783 $1,634 $9,525 $259 = $1,573 $2,792 
4 re 92,137 72,495 19,642 3,163 16,479 1,846 9,806 273 1,701 2,853 
5 EE «ic Pasosviles Sea 69,161 48,979 20,182 3,370 16,812 2,046 9,917 292 1,787 2,770 
y ; A 25 yen 63,196 42,971 20,225 3,505 16,720 2,156 9,899 290 1,813 2,562 
8 | ne are 39,049 19,487 19,562 2,882 16,680 2,531 9,989 353 2,176 1,631 
t Pe MOREE aovedst race ceo 33,220 22,964 10,256 1,163 9,093 1,387 5,810 130 1,127 639 
5 Pe eos 5,692 1,194 4,498 423 4,075 393 3,447 80 119 36 
| rere 3.372 1,178 2,194 270 1,924 205 1,612 56 46 5 
PERCENT OF TOTAL DEBT OUTSTANDING 
‘ 1943... 100.0 88.0 12.0 18 10.2 i 61 2 1.0 18 
. | ree 100.0 78.7 21.3 3.4 17.9 2.0 10.6 3 1.8 3A 
ae 100.0 70.8 29.2 4.9 24.3 3.0 14.3 4 2.6 4.0 
‘ See 100.0 68.0 32.0 55 26.5 3.4 15:7 5 2.9 4.1 
e | ner 100.0 49.9 50.1 7.4 42.7 6.5 25.6 9 5.6 4.2 
r ee eae 100.0 69.1 30.9 35 27.4 4.2 17.5 4 3.4 1.9 
1, Ve 100.0 21.0 79.0 7.4 71.6 6.9 60.6 1.4 2.1 6 
4 1 a ae 100.0 34.9 65.1 8.0 $7.1 6.1 47.8 eg 1.4 1 
Ty 
1 PERCENT OF STATE AND LOCAL GOVERNMENT DEBT OUTSTANDING 
ee ars Xxx Xxx 100.0 15.3 84.7 8.8 51.1 1.4 8.4 15.0 
i- | x Poo 4 100.0 16.1 83.9 9.4 49.9 1.4 8.7 14.5 
; re XXX XXX 100.0 16.7 83.3 10.1 49.1 15 8.9 13,7 
oil ae rer Xxx SEX 100.0 17.3 82.7 10.7 48.9 1.4 9.0 12.7 
n ji a ter Xxx <x 100.0 14.7 85.3 13.0 S41 1.8 11.1 8.3 
| es a xxx XXX 100.0 11.3 88.7 13:5 56.7 1.3 11.0 6.2 
~ 7 | es XXX Xxx 100.0 9.4 90.6 8.7 76.6 1.8 2.6 8 
: SI eta De od XXX 100.0 12.3 87.7 9.3 73.4 2.6 21 Bs 
0 PERCENT CHANGE 
ix 1942-1943 ..... + 68.6 +88.6 —5.1 —9.5 —42 —11.5 —2.9 —5.2 —7.6 —2.2 
1941-1942 ..... + 33.2 +48.0 —2.7 —6.2 —2.0 —9.8 —1.1 — 6.6 —4.8 +3.0 
1S 1940-1941 ..... +9.4 +14.0 —.2 —3.9 +.6 —5.1 +.2 +.9 —1.4 +8.1 
; 1932-1940 ..... +61.8 +120.5 +3.4 +21.6 +.2 —14.8 —.9 —17.9 — 16.7 +57.1 
li- 1922-1932 ..... +17.5 —15.2 +90.8 + 147.9 + 83.4 + 82.5 4+71.9 +172.5 +93.1 +155.1 
Ss 1912-3922 ..... +483.6 + 1,823.3 + 128.0 +175.0 +123.1 +252.7 + 68.6 +61.8 +847.8 +1,668.5 
ll : 1902-1912 ..... + 68.8 +1.4 +104.9 +56.5 +111.8 +91.9 +113.8 +41.8 +157.4 + 573.3 
X- By 1 Includes special-special assessment obligations, because amounts sponds with that used in the 1942 report on Governmental Debt in 
a 4 are not separable prior to 1942. 


the United States but will be aitered as a result of the reclassifica- 
; ? Excludes State debt incurred for reloan to local units, which tion of units of government for the forthcoming Census of Govern- 
-) E duplicates local government obligations held by State governments. ments: 1942, 

v9 


t ®*The classification of local governments in these tables corre- 4 Includes cities, towns, villages, and boroughs. . 

Oo 

he : PER CAPITA FEDERAL, STATE, AND LOCAL GOVERNMENT DEBT 

ct . OUTSTANDING: SELECTED YEARS 1902-1943 

x- | c— STATE AND LOCAL —‘ 

er YEAR Total Federal Total State Local 
Se Oe $1,159.56 $1,020.38 $139.18 $21.36 $117.82 

™ Lee ee ae 687.77 541.15 146.62 23.61 123.01 

he Beek x cEaeticgs 312.46 155.93 156.53 23.08 133.45 

wo" LS Se ee 302.35 209.01 93.34 10.58 82.76 
INS > Mas cdtcrensicle Mion 59.85 12.55 47.30 4.45 42.85 

Sm ET Te 42.50 14.84 27.66 3.40 24.26 


Note: Based on Bureau of the Census population estimates, for the continental United States, 
as of July 1 for each of the specified years, except for 1942 and 1943, for which years population 
figures are based on estimates as of January 1, 1942. 


From “Governmental Debt in the United States: 1943’? Department of Commerce, Governments Division, E. R. Gray, Chief. 
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taken issue with the Treasury over the renegotiation 
section of the Revenue Bill. The Senator also serves 
on the Senate’s Committees on Civil Service and For- 
eign Relations. 


The Regulations Amended: The following Treas- 
ury Decisions, recently released by the Treasury, 
amend the regulations 111: 

T. D. 5306.—Sec. 29.53-1, Regs. 111, was amended to 
prescribe rules as to the time for filing a final return 
of a decedent for a fractional part of a year. 

T. D. 5307.—The reference to “surtax net income” 
in Sec. 29.22(b)(12)-1 of Regs. 111 and similar sec- 
tions of prior regulations has been changed to read 
“net income subject to surtax.” 

T. D. 5308.—The regulations issued by T. D. 5181 
relating to the acceptance of Treasury notes in pay- 
ment of taxes are superseded. New regulations pro- 
vide the following principal changes: (a) Treasury 
Savings Notes, Series C, added to acceptable list; 
(b) Limitation on the amount of any of the listed 
notes acceptable for income, excess profits or gift 
taxes in any one year or for estate tax, is omitted; 
and (c) All listed notes, inscribed in the name of a 
taxpayer, are made acceptable in payment of income 
tax withheld at the source by such taxpayer or of 
transferee liability assessed against such taxpayer for 
income, excess profits, estate or gift taxes. 

T. D. 5309.—Regs. 111 and regulations (T. D. 5300) 
under Sec. 6, Current Tax Payment Act of 1943, are 
amended to reflect P. L. 178, 78th Cong., approved 
October 28, 1943, which law provided for current Vic- 
tory tax credit to supersede the post-war credit orig- 
inally provided in the Victory tax. 

T. D. 5310.—Sec. 29.147-3 of Regs. 111 was amended 
to provide additional cases where no information re- 
turns are required. 


Freeze O. A. B. Tax: The amendment to the pend- 
ing tax bill (H. R. 3687) proposed by Senator Vanden- 
berg to freeze the rate of tax on employers and em- 





Acme 


Secretary of the Treasury, Henry Morgenthau is 
shown, left, as he asked the Senate Finance Committee 
for the $10,500,000,000 in taxes which he failed to 
obtain from the House. With him are Ray Blough, 
center, Director of Tax Research, and Randolph E. 
Paul, General Counsel of the Treasury Department. 
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ployees under the Federal Insurance Contributions 
Act at'1% for another year has been adopted by the 
Senate Finance Committee. Under the existing Act, 
the tax rate on both employers and employees would 
become 2% on January 1, 1944. 


Tax Return Forms: Tax returns should be filed on 
official tax return forms, printed by the bureau, for 
tax return forms printed by private companies will 
bear the legend “Not to be used for filing purposes.” 


Contributions to Pension Trusts: The Commis- 
sioner of Internal Revenue on December 9, 1943, 
issued rules respecting the Salary Stabilization Unit 
approval of contributions to profit sharing trusts. 
Now the National War Labor Board has released 
instructions to its Regional Boards respecting the 
War Labor Board approval of such contributions. In 
general, and pending the adoption of a WLB policy, 
the Regional Boards are authorized to approve profit 
sharing plans and trusts which meet the stabilization 
requirements set out by the Commissioner of Internal 
Revenue, and also meet the requirements for income 
tax exemption. The Regional Boards may make their 
approval contingent upon the Treasury’s approval, 
or may require that the Treasury’s approval be se- 
cured first. 


Power of Appointment: Interesting material from 
various states. Kentucky.—Although the life estate 
created by the 1924 transfer by decedent who died in 
1942 was not taxable upon his death, yet the remainder 
interests were taxable by reason of the power of ap- 
pointment given the life tenant——Op. Atty. Gen. 

Where decedent, who died prior to the enactment 
of the inheritance tax law, created a power of appoint- 
ment which was exercised by a decedent who died in 
1941, the transfer under the exercise of the power was 
taxable at the rates in effect at the time of the donee’s 
death.—Op. Atty. Gen. 


Reeves v. Fidelity & Columbia Tr. Co., Admr. (Bar- 
rett Est.). Modified —(1943) 293 Ky. 544, 169 S. W. 
(2d) 621. 


New York (Old Law).—Where, because of de- 
ficiencies in the trust income, the entire corpus was 
turned over to the life tenant, who had a power of 
appointment over the remainder interest, only so 
much of the corpus as was used to supply income 
deficiencies could be taxed to the daughter.—Est. of 
E. Livingston, Surrogate’s Ct., N. Y. Co., N. Y. L. J., 
Oct. 20, 1942, p. 1099. 


North Carolina——New York real estate was ex- 
cluded, but North Carolina real property and intangi- 
ble personal property held in New York, were 
included in the gross estate of resident decedent who 
transferred them by exercising a power of appoint- 
ment.—Op. Atty. Gen. 


Ohio.—Where decedent, a minor, had a power of 
appointment which could not be exercised until he 
attained majority, the property subject to the power 
is taxable in the donor’s and not the decedent’s estate. 


—Est. of Maxhimer, (1942) 139 O. S. 444, 22 O. O. 501. 


Oregon.—The transfer of property by the exercise 
of a power of appointment is taxable in the estate of 
the donor of the power and not in the estate of the 
donee.—Op. Atty. Gen. 


Pennsylvania.—Property passing under exercise of 
power of appointment is taxable at its value upon the 
death of donee at the rate effective upon donor’s death. 
—Est. of N. Morris, (1941) 57 Montg. Co. L. R. 341. 
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Texas.—Property received by remaindermen named 
in an irrevocable trust which gave decedent a general 
power of appointment, and also named as sole legatees 
in donee’s will, passes under the trust rather than by 
testamentary exercise of the power, and the transfer 
is not subject to inheritance taxation.—O >. Aity. Gen., 
No. O-4208. The exercise of a power of apointment is 
subject to inheritance tax even though the power was 
created prior to enactment of the taxing statute. 
—Op. Atty. Gen. 


Traveling Expenses: For a definition of “home” as 
used in section 23 (a) (1) see the recent case of Charles 
D. Coburn v. Commissioner, 43-2 ustc J 9652. “Tax- 
payer, who is on occasion and contract a motion- 
picture actor, in the taxable year filled engagements 
in Hollywood while at the same time maintaining his 
regular residence in New York. During the taxable 
year, while filling said motion picture engagements in 
California for 263 days out of the year, he maintained 
a residence there and incurred expenses therein of 
$2,630 which he claimed the right to deduct from gross 
income under section 23(a)(1) of the 1938 Act as a 
business expense. From the facts, the Court of Appeals 
for the Second Circuit allowed the taxpayer’s con- 
tention, the decision turning upon the issue of what 
was the taxpayer’s “home.” The Commissioner in- 
sisted that the word “home” has a tax sense in the 
statute, and that for the taxable year the taxpayer’s 
home was in California. The appellate court found 
that the taxpayer’s “home” for all purposes, under the 
evidence, was in New York and his home remained 


there whether the word be construed in its usual 
domiciliary sense or in the special “tax sense,” and 
allowed the deduction as a business expense.” 


Deduction for Federal Income Taxes: The follow- 
ing is a tabulation of income tax states allowing or 
disallowing deductions for Federal income and excess 
profits taxes: 


Allowing Deduction 


Alabama Iowa New Mexico 
Arizona Kansas North Dakota 
Arkansas Kentucky Oklahoma 
Colorado Louisiana Tennessee ' 
Delaware Minnesota Utah 
Georgia Missouri Wisconsin ? 
Idaho Montana 
Disallowing Deduction 

California Massachusetts* Oregon 
Connecticut Mississippi Pennsylvania 
District New Hampshire South Carolina 

of Columbia New York Vermont * 
Maryland North Carolina Virginia 





1The deduction is allowed under the corporation excise tax but 
not under the stocks and bonds income tax. 

2.The deduction is limited to 10% of the net income in case of a 
corporation and 3% of the net income in case of individuals, 


3 Individual income tax laws allow deduction with respect to taxes 
on business income. 





BEARING THE BURDEN OF THE RETAILERS’ OCCUPATIONAL TAX—Continued from page 23 





puted as due in the audit under the present ruling, 
the taxpayer borne none of the tax. 


Customers Attitude 


In the first place, it is a well known fact among re- 
tailers, especially when competition was keen before 
the war, that the customer was often “wise” about the 
tax being the retailer’s and often would refuse to pay 
it; or, in the alternative, drove such a bargain the 
overallowance on the trade-in more than offset the 
amount added for the tax. This was noticeably true 
during the period the tax was pyramided on the sales 
of traded-in property.® 

In the second place, it would seem more logical to 
first allocate any trade-in loss against the amount of 
tax added rather than to allocate last anv such loss 
against the amount of tax added—which is the prac- 
tical effect of the State’s contention. In tabulated 
form, the allocation of the previously mentioned $49.96 
loss would then be changed to— 

Along this line of reasoning, it could be argued that 
the taxpayer stood the burden of the entire tax since 
no one but the retailer owes the tax. The courts have 
been consistent in that respect. See Peop'e’s Drug 
Shop, Inc. v. Moysey, for example, CCH, Ill. State 
& Local, Tax Service Par. 60-037. Elaborating upon 
this point, suppose the Retailers’ Occupoation Tax 
were suddenly invalidated for some reason or other. 
Would the retailer owe his customers for whatever 
amount he might have added to the list prices to cover 
the tax, since he did not have to pay anything to the 





* From December 1, 193g to April 3, 1939 as already stated. CCH 
Illinois State and Local, Tax Service Par. 60-113.002. 
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State? Of course not, because the Department and 
the courts have been very particular all along the line 
to treat such amounts added as part of the sales price. 
Therefore, the sales tax is borne by the retailer the 
same as any other expense. No one would seriously 
contend that the retailer didn’t bear the burden of 
paying the rent because his sales prices were sufficient 
to cover that cost as well as all others. 








4.85% 
loss Cash 
At list allocated received 
LASE DEIEO OL CAF oi skis oss $1,000.00 $19.96 $980.04 
Amount added for tax ...... 30.00 30.00 
ee OI 8 ov ck ee ertedick $1,030.00 $49.96 $980.04 


To sum up the State’s attitude in the matter, it ap- 
parently concedes that had there been no loss in the 
example of a new article selling for $1,030, there would 
have been a legal overpayment of 90 cents; and that 
the taxpayer would have borne the burden of this 
90 cents: But since there was a loss of $49.96 (or 
4.85 per cent) on the disposition of the traded-in prop- 
erty, the taxpayer’s burden was reduced to 4 cents 
(4.85 per cent of the tax on tax of 90 cents). Substi- 
tuting the figures of the illustrated actual case, the 
State seems to concede that had there been no losses 
on the traded-in property, there would be a legal over- 
payment of $900 (the tax on the tax). But since there 
were losses of $50,000 on the sales of traded-in prop- 
erty, the taxpayer’s burden was reduced from $900 
down to $43.65. How losing $50,000 could ever reduce 
any taxpayer’s burden, even stretching one’s im- 
agination to the utmost, is beyond this writer’s 
comprehension. [The End] 








INTERPRETATIONS 


Court... Administrative + 


APPELLATE AND LOWER COURTS 


Expenses paid to obtain bus route for subsidiary: 
Deductibility.—Taxpayer, a corporation in New York, 
wished to establish a subsidiary intrastate bus line 
from Albany to Rouses Point, N. Y., and made due 
application for a certificate of necessity and conveni- 
ence to the Public Service Commission of that state. 
Preliminary to that application, taxpayer had retained 
counsel to prepare local consents for the application 
and expended $24,200.93 in that connection. In 1937, 
such certificate was denied taxpayer’s subsidiary and 
on rehearing in 1938 the denial was made permanent. 
Thereupon, taxpayer claimed the right to deduct the 
item of $24,200.93 as a loss for 1938. It is held that 
the item was not a capital expenditure (as decided by the 
Tax Court), or a loan or a gift to the subsidiary, but 
was a loss to the taxpayer, deductible in 1938, the year 
when the final orders of the Commission completely 
frustrated the object for which the expenditures were 
made.—CCA-2, Champlain Coach Lines, Inc., Petitioner, 
v. Commissioner of Internal Revenue, Respondent. 43-2 


ustc J] 9670. 


Deductions: Campaign expenses of candidate for 
public office.—Taxpayer, while holding the office of 
county judge by ad interim appointment, unsuccess- 
fully ran for election for that office for a ten year term. 
He is not entitled to a deduction for campaign ex- 
penses under Sec. 23 (a) (1) (A) as ordinary business 
expense, nor under Sec. 23 (a) (2), as expense incurred 
in the production of income, nor as a loss under Sec. 
23 (e) (2), because the expense was not incurred in a 
transaction entered into for profit although the ex- 
penditures were strictly in compliance with the state 
statute and legitimate in their entirety—CCA-3, 
Michael F. McDonald, Petitioner, v. Commissioner of 
Internal Revenue, Respondent. 43-2 ustc [ 9677. 


Basis for gain or loss: Stock and warrants received 
in exchange for bonds in a 77B Bankruptcy reorgani- 
zation.—Where in a 77B bankruptcy proceeding, the 
new corporation, which acquired all of the property of 
the old corporation, issued mortgage bonds, deben- 
tures, stock and stock subscription warrants, and such 
issues were received in their entirety by the former 
creditors of the old company, Sec. 112 (b) (5), 1936 
Act is applicable (Helvering v. Cement Investors, Inc., 
42-2 ustc J 9513, 316 U. S. 527, followed). However, 
this case, involving claim that taxpayer’s basis of 
stock and subscription warrants of the reorganized 
company, received in exchange for bonds of the old 
company and sold in 1939, is the same as the basis of 
such bonds, is remanded for further proceedings, be- 
cause there was no finding by the Tax Court as toa 
material fact necessary to fulfill the requirements of 
Sec. 112 (b) (5); namely, whether the amount of 
securities, stock, and warrants received in the reor- 
ganization by each creditor of the old corporation was 
substantially in proportion to his interest in the 
property prior to the exchange-—CCH 3, A. J. Bell, 
Petitioner, v. Commissioner of Internal Revenue. 43-2 
ustc J 9658. 
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Gross income: Officer or employee of a State.— 
Taxpayer, whose duty it was to investigate and collect 
delinquent taxes for Tennessee, was an “officer or 
employee of a State” within the Public Salary Tax Act 
of 1939 and was not taxable on the 1937 and 1938 
income from such capacity. The taxpayer’s office was 
created by legislative act, the taxpayer was clothed 
with part of the sovereignty of the State, his powers 
and duties were defined by the Legislature, he was 
independent in the discharge of his duties, and there 
was present an oath of office and continuity of office. 
While he worked for the State, taxpayer (a lawyer) 
took no new cases, but he did complete unfinished 
business.—CCA-6, Lewis S. Pope, Petitioner, v. Com- 
missioner of Internal Revenue, Respondent. 43-2 ustc 
q 9671. 


Capital stock tax: Holding companies: “Carrying 
on” or “doing business.”—-Taxpayers, primarily a 
stockholding company which also held title to a single 
parcel of real estate but was relieved of active manage- 
ment thereof and from consideration of profit there- 
from by its parent company, was not “carrying on” or 
“doing business” within Sec. 701 (a) and (c) (3), 1934 
Act, so as to be liable for the capital stock tax.— 
CCA-6, Goodyear Investment Corporation, Appellant, v. 
Louis J. Campbell, former Acting Collector, and Carl E. 
Moore, former Collector of Internal Revenue, Appellees. 
43-2 ustc J 9668. 


Business expenses: Deductions.—Where, in satis- 
faction of indebtedness for patent royalties and 
interest, taxpayer gave 
promissory notes within 2% months after the close of 
the tax year, the transaction was a payment of the 
indebtedness and is deductible under Secs. 23 and 24, 


1936 and 1938 Acts, even though the creditor was tax- | 


payer’s controlling stockholder, taxpayer was on an 
accrual basis, and creditor-stockholder was on a cash 
basis.—CCA-6, The Musselman Hub-Brake Company, 
Petitioner, v. Commissioner of Internal Revenue, Re- 
Spondent. 43-2 ustc J 9666. 


Tax distinguished from regulatory sanctions under 
Agricultural Adjustment Act.—The so-called penalty 
under Sec. 238 of the Agricultural Adjustment Act of 
1938, as amended, is a sanction imposed to make the 
Act effective and is not a tax, revenue not being its 
primary purpose. Therefore, such imposition is not 
in violation of Art. 1, Secs. 2 and 9 (clauses 3 and 4, 
respectively) of the Constitution. Furthermore, Secs. 
348 and 372 of the Act are not unconstitutional.— 
CCA-6, W. Clay Rodgers, Appellant, v. United States of 
America, Appellee. 43-2 ustc J 9664. 
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Insurance proceeds: Interest v. annuity.—Taxpayer 
purchased a single premium life insurance policy, with 
his wife as beneficiary, and in the same contract pro- 
vided for an annuity for himself. The insurance com- 
pany allocated a portion of the single premium to 
insurance and the balance to the annuity cost. Tax- 
payer reported as income from the annuity 3 per cent 
of the annuity cost as allocated by the insurance 
company. The Commissioner included the entire pay- 
ments in the gross income of the taxpayer. The Tax 
Court reversed the Commissioner, and the Sixth 
Circuit affirms, and looks through the forms of the 
insurance contracts in applying the tax statutes. In- 
ferring from the amounts paid, the reviewing court 
declared the sum was in part a capital return, thus 
distinguishing an annuity contract from an interest 
contract.—CCA-6, Commissioner of Internal Revenue, 
Petitioner, v. Peter H. Meyer, Jr., and Cordelia Meyer, 
Husband and Wife, Respondents. 43-2 ustc J 9680. 


Distributions by corporations: Stock of another cor- 
poration.—During the taxable year, a corporation 
bought securities at a cost which did not exceed the 
amount of earnings and profits accumulated by it since 
March 1, 1913. Three months later, it distributed 
these securities as a dividend. At the time of the dis- 
tribution the fair market value of the securities was 
substantially in excess of their cost to the corporation 
and also in excess of the available earnings. Under 
Code Sec. 115 (a) and (j) the dividend was entirely 
out of earnings and profits and is taxable to the share- 
holders in the amount of the fair market value of the 
securities at the time of the distribution—CCA-6, 
Commissioner of Internal Revenue, Petitioner, v. Henry 


S. Wakefield, Respondent. 43-2 ustc J 9682. 


Refunds and credits: Statutes of limitation on 
claims: Application of Code Secs. 322 and 3313 dis- 
tinguished.—The period of limitation for filing claims 
for credit or refund in Code Sec. 322 applies to the 
overpayment of income, war-profits, or excess-profits 
taxes, while the longer period for filing such claims under 
Code Sec. 3313 is applicable to internal revenue taxes 
erroneously or illegally assessed or collected. Therefore, 
taxpayer’s claim for refund on account of payment of 
a deficiency in excess profits tax for 1934, assessed on 
the basis of the original declared value of its capital 
stock instead of a higher declared value in a timely 
amended capital stock tax return, was within the 
period of limitation prescribed by law, where it was 
filed, following announcement of the Supreme Court’s 
decision in Haggar Co. v. Helvering, 40-1 ustc J 9151, 
308 U. S. 389, more than two years, but within four 
years, after payment of the tax. Furthermore, the 
District Court’s award to the taxpayer of claimed re- 
fund, less an amount conceded as recoupment, is 
upheld —CCA-6, United States of America, Appellant, 
v. The Lederer Terminal Warehouse Company, Appellee. 
43-2 ustc J 9659. 


Tax Court Rules of Practice: Introduction of evi- 
dence on remand.—On remand, the Tax Court was 
not bound to permit the introduction of new evidence, 
since the taxpayer had had full opportunity to submit 
any evidence he wished at the original hearing. 
Where, therefore, the only thing that remained for 
the Tax Court to do was to compute the amount due 
and where the Tax Court gave both parties (by notice 
to counsel) opportunity to submit computations, the 
fact that the taxpayer’s counsel had joined the armed 
torces and had not notified the taxpayer of the oppor- 
tunity to submit a computation will not serve now to 
reopen the case. 


Capital gain v. ordinary income: Liquidation of 
“certificates of claim” against insolvent bank.—The 
court holds that such certificates are to be classified 
as certificates of indebtedness within the contempla- 
tion of Sec. 117 (f), 1938 Act, and the taxpayers’ 
profits derived in dealing in them were capital gains 
and not ordinary income.—CCA-6, Lowell P. Rieger, 
Petitioner, v. Commissioner of Internal Revenue, Re- 
spondent. Wm. G. Pickrel et al., Petitioner, v. Com- 
missioner of Internal Revenue, Respondent. Virgil 
Schaeffer, Petitioner, v. Commissioner of Internal Rev- 
enue, Respondent. 43-2 ustc J 9660. 


Gross income: Corporation dealing in its own stock. 
—Taxpayer acquired a large amount of its common 
stock from its stockholders during the depression, and 
also in the open market. Thereafter, in 1934 certain 
portions of the stock so acquired was sold by the tax- 
payer, and the balance of the said stock sold in 1936. 
Taxpayer reported the gain in said sales, and later was 
denied a refund of the tax paid thereon. The lower 
court denied recovery and the Court of Appeals 
affirms, on the finding that taxpayer dealt in its own 
stock as though it were the stock of another corpora- 
tion —CCA-6, The Dow Chemical Company, Appellant, 
v. Giles Kavanagh, individually and as Collector of 
Internal Revenue, Appellee —43-2 ustc { 9661. 


Date when Tax Court decision becomes final.—De- 
cisions of the Tax Court become final thirty days after 
entered and a petition filed after that thirty day period 
is not timely and the Tax Court is without jurisdiction 
to vacate such decision, nor can the Circuit ‘Court re- 
view the Tax Court’s holding that it has no jurisdic- 
tion—CCA-7, Emmett J. McCarthy, Petitioner, v. 
Commissioner of Internal Revenue, Respondent. 43-2 
ustc § 9690. 


Tax on unjust enrichment: Rebuttal of statutory 
presumption.— The Commissioner’s computations 
which were approved by the Tax Board failed to fol- 
low a uniform method in computing average margin for 
the base period and margin for the taxable periods. The 
taxpayer’s evidence showed that there had been no 
shifting of the Guffey tax to its customers, and such 
evidence was uncontroverted, the government relying 
only upon the presumption of the statute (Sec. 501 
(a) (1) 1936 Act—CCA-7, Pyramid Coal Corporation, 
v. Commissioner of Internal Revenue, Respondent. 43-2 
usTC J] 9662. 


Gross income: Identity of ownership of stock to 
establish person taxable on income therefrom.—A 
holding company which owned the stock of a national 
bank (both dominated by the same small group of 
men) and which claimed to have been acting as trus- 
tee for the bank in transactions involving the purchase 
and sale of two blocks of stock of a mining company 
in which the same men were interested is held to have 
been the owner of one block of such shares and to be 
taxable on the gain realized, but to have acted merely 
as an intermediary for the bank with respect to the 
purchase and sale of the other block of mining stock. 
The Court holds as to the latter transaction that even 
if it be assumed that it was in positive violation of 
law, the bank and not the holding company is account- 
able for the income arising therefrom. CCA-9, Guar- 
anty Trust Company, a corporation, as liquidating trustee 
of Yakima Holding Corporation, Appellant, v. United 
States of America, Appellee and United States of 
America, Appellant, v. Guaranty Trust Company, a 
corporation, as liquidating trustee of Yakima Holding 
Corporation, Appellee. 43-2 ustc J 9669. 


Interpretations—Court, Administrative 











































































































































































































































































































































































































































































































































































































































































Capital losses v. ordinary losses (1932 Act) : Trader 
v. investor.—Prior to October 9, 1930, taxpayers pur- 
chased securities primarily for long-term investment. 
Since that date, through the taxable year, their policy 
changed to active trading. The Tax Court held that 
the taxpayers were engaged in business on and after 
October 9, 1930, but not prior thereto and assets pur- 
chased before such date and sold in 1933 were capital 
assets, losses on which could not be offset against 
profits on sales of securities held for less than two 
years but were subject to the 12% per cent tax reduc- 
tion limitation of Sec. 101(b), 1932 Act. Losses on 
sales of securities purchased after October 9, 1930 
were allowed (as ordinary losses) as an offset against 
profits on sales of such securities. The Circuit Court 
affirms——CCA-2, Leonard Felix Fuld, Petitioner v. 
Commissioner of Internal Revenue, Respondent. Guy T. 
Helvering, Commissioner of Internal Revenue, Peti- 
tioner, v. Leonhard Felix Fuld, Respondent. Florentine 
M. Fuld, Petitioner, v. Commissioner of Internal Rev- 
enue, Respondent. Guy T. Helvering, Commissioner of 
Internal Revenue, Petitioner, v. Florentine M.. Fuld, 
Respondent, 44-1 ustc { 9123. 


Distributions by corporations: Preferred stock v. 
debt.—When taxpayer corporation issued preferred 
stock to a creditor in cancellation of the debt and the 
stock gave the creditor no right to share with the 
general creditors in the assets in the event of dissolu- 
tion or liquidation, the Court holds that the taxpayer 
failed to establish a debtor-creditor relationship and 
the dividends which the taxpayer had accrued are not 
deductible as interest. Premiums paid, therefore, on 
redemption of the stock were liquidating distributions 
and not deducible by taxpayer as expense items. 


Deductions: Bad debts: Proof of debt.—W here tax- 
payer owned bonds of a corporation which was re- 
organized under Sec. 77(B) and during the period of 
reorganization the bond owners were the equitable 
owners of the mortgaged property and eventually 
stockholders in the reorganized company, the Court 
denies a loss resulting from the partial worthlessness 
of a debt—CCA-3, John Wanamaker Philadelphia, 
Petitioner v. Commissioner of Internal Revenue, Re- 


spondent, 44-1 ustc J 9124. 


Corporation dividends paid credit: Prerequisite of 
intention and control of payment.—Taxpayer declared 
a dividend, issued checks therefor, endorsed said checks, 
and deposited them to its account, all in accordance 
with a previous written agreement with the stock- 
holders who subsequently reported the dividends on 
their income tax returns for 1936. The Circuit Court 
holds that there was not present an intention on the 
part of the taxpayer to distribute a dividend unre- 
servedly and that the fund therefor remained within 
the taxpayer’s control for its own uses and purposes. 
The court disallowed the credit for dividends paid.— 
CCA-3, Royal Manufacturing Company, Petitioner v. 
Commissioner of Internal Revenue, 41-1 ustc { 9125. 


Deductions: Expenses: Non-business: Selling com- 
missions as capital expenditures.—On the Commis- 
sioner’s appeal, taxpayer, a special partner of a brokerage 
firm who had no duties to perform with that firm and 
who was engaged in buying and selling securities on 
his own account, invokes the retroactive effect of Sec. 
121, 1942 Act, with respect to the deductibility for 
1937 of commissions paid on sales of securities. The 
Commissioner contends, however, that under Sec. 
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23 (a) (2), as retroactively added to the Code by Sec. 
121, 1942 Act, such commissions must be treated as 
capital expenditures. The Court, holding it is without 
power to find the facts upon which the legal conclu- 
sion must be based, remands case to the Tax Court.— 
CCA-3, Guy T. Helvering, Commissioner of Internal 
Revenue, Petitioner, v. Bernon S. Prentice, Respondent, 
44-1 ustc J 9116. 


Estates and trusts: Capital gains and losses: In- 
crease over estate tax value.—Taxpayers, as executors 
of an estate, realized ordinary gain in an amount rep- 
resented by the difference between the stipulated 
value of a claim on the date of decedent’s death and 
the amount of cash and its equivalent received by 
them in payment of the claim. The payment of a 
claim is a “disposition” within the meaning of Sec. 
111, 1938 Act.—CCA-3, Estate of John W. Herbert, 
Deceased, Central Hanover Bank and Trust Company 
et al., Executors, Petitioners, v. Commissioner of Inter- 
nal Revenue, 44-1 ustc § 9122. 


Deductions: Bad debts: Tax advantage from prior 
charge-off.— W here the record does not show whether 
taxpayer did or did not receive tax benefit from bad 
debt items charged off in prior years, such bad debt 
items subsequently recovered by taxpayer will be 
included in his gross income in the year of recovery, 
since the burden is upon the taxpayer to show the 
lack of tax benefit—CCA-6, Second National Bank of 
Ashland, Kentucky, Petitioner, v. Commissioner of In- 
ternal Revenue, Respondent, 44-1 ustc { 9118. 


Capital gains and losses: Conveyance of real estate: 
Depreciation.—Where the owner of real estate con- 
veyed real estate to her husband for his life, with 
remainder to herself, the Court holds that the pro- 
ceeds of the sale were not to be treated as ordinary 
income from rental on a lease since this was a sale of 
a capital asset. On the evidence, the grantee did not 
show himself entitled to depreciation as using the 
property in trade or business.—CCA-6, Estate of John- 
son N. Camden, Deceased, et al., Petitioners, v. Commis- 
sioner of Internal Revenue, Respondent, 44-1 vustc 
§ 9119. 


Deductions: Bad debt v. capital-investment.—Tax- 
payer made advances to a bank, of which he was a 
stockholder, for the purpose of enabling it to continue 
to operate, the advances being treated as contributions 
to undivided profits made to increase the capital of 
the bank, recoverable only out of an assessment on the 
bank stockholders, if requested by taxpayer and other 
contributors, or a majority of them. Court disallows 
deduction as a bad debt—CCA-6, Julius Schmutz, Peti- 
tioner, v. Commissioner of Internal Revenue, Respond- 
ent, 44-1 ustc J 9121. © 


Recognition of gain or loss: Statutory merger with 
wholly-owned subsidiary.—In this case there was a 
reorganization (statutory merger) the parties to which 
were corporations. In pursuance of the plan of re- 
organization, stock in G (a wholly-owned subsidiary) 
was exchanged by taxpayer for property of G. There 
was no exchange of stock or securities for stock or 
securities. Neither corporation exchanged any prop- 
erty for stock or securities in another corporation. 
The Court holds that the entire amount of the gain 
resulting to taxpayer was recognizable under the 1934 
Act.—CCA-9, Ethel Strickland Rogan, executrix of the 
last will of Nat Rogan, deceased, Appellant, v. The Starr 
Piano Company, Pacific Divison, a corporation, Appellee, 
44-1 ustc § 9126. 
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Individual returns: Community income: Oklahoma. 
—Taxpayer and wife, residents of Oklahoma, filed a 
declaration to come under the Oklahoma Community 
Property Law prior to the taxable year. The Court 
holds that compliance with the State law suffices to 
permit division of income for Federal income tax pur- 
poses. One dissent.—CCA-10, Commissioner of Inter- 
nal Revenue, Petitioner, v. C. C. Harmon, Respondent. 
43-2 ustc § 9678. 


Carrying on a business: Whether activities are, 
requires fact examination—Taxpayer was a large 
dealer for many years in timber lands in the State of 
Michigan and the Province of Ontario, and such was 
his sole occupation and means of livelihood. From 
profits realized in said dealings in 1929, he carried 
over and deducted his net losses resulting in the opera- 
tions of such business in 1927 and 1928. The Com- 
missioner disallowed these deductions, assessed a 
deficiency which the taxpayer paid. Claim for refund 
was denied, and thereafter timely action was begun 
in the district court for the recovery of the taxes 
allegedly erroneously assessed. The district court 
finds with the taxpayer and from the facts examined 
determines him to be carrying on a business entitling 
him to net operating loss carryovers and deductions 
as claimed by him.—DC. Mich., William C. Weber, 
Plaintiff, v. Giles Kavanagh, Collector of Internal Rev- 
enue for the District of Michigan, Defendant. 43-2 ustc 
{ 9676. 


TAX COURT 


Excess profits tax: Domestic corporations in exist- 
ence prior to January 1, 1940: Excess profits credit. 
—Where a New Jersey corporation filed its certificate 
of incorporation on December 19, 1939 (although con- 
ducting no business until after January 1, 1940), by 
virtue of applicable New Jersey corporation law, the 
corporation was “in existence” prior to January 1, 
1940, within the meaning of Code Sec. 721 (a), as 
amended, and is entitled to compute its excess profits 
credit for 1940 under Code Section 713 or 714, as 
amended, by whichever method results in the lesser 
tax.—Eveready Loan Company v. Commissioner, CCH 
Dec. 13,600. 


Dividends paid credit—A corporation organized in 
1937, had conveyed to it five oil leases which had been 
acquired by its three promoters who were the com- 
pany’s sole stockholders. As a part of the acquisition 
of the leases the corporation had assumed the payment 
of mortgage, taken in the name and for the benefit of 
the said promoters by their attorney duly auhorized. 
The Commissioner had denied any dividends-paid 
credit because the obligation upon which the taxpayer 
had made payment in 1938 was not one “issued by the 
corporation and in existence at the close of business 
on December 31, 1937.” The Tax Court holds that for 
all intents and purposes the mortgage was one as- 
sumed by the corporation in 1937, and equivalent to 
an “issue” by the corporation of a mortgage, and 


having paid $95,000 on the obligation in 1938, the 
corporation was entitled to the dividends paid credit 
in that amount under Sec. 27 (a) (4), 1938 Act. Two 
dissents. Yale Petroleum Company v. Commissioner, 
CCH Dec. 13,601. 


TAX COURT—MEMORANDUM OPINION 


Corporations: Sale of stock to company to liquidate 
chief stockholder’s indebtedness: Transaction equiva- 
lent to dividend distribution.—Where a chief stock- 
holder’s personal account with corporation showed 
large overdrafts, and to improve financial status of 
company, said chief stockholder sold part of his hold- 
ings to the company taking credit on his personal 
account, the Tax Court held that such sale was made 
at such times and in such manner as to make the 
transaction equivalent to the distribution of a taxable 
dividend. Wiliam W. Wood, 3rd v. Commissioner, 
CCH Dec. 13,599(M). 


Corporations: Contingent compensation of officers: 
Evidence examined to prove reasonableness.—W here 
a corporation, over a long period paid fixed salaries to 
its general manager (who was a minority stockholder) 
and to its chief engineer (not a stockholder), and had 
made a contract with them for additional annual com- 
pensation to each of 10 per cent of the net profits, upon 
the evidence, the Tax Court finds the compensation 
reasonable, considering the great success of the cor- 
poration solely due to the efforts of the officers. The 
compensation was comparable with that of like cor- 
porations under like circumstances. The contingent 
compensation was paid pursuant to free bargaining, 
and was deductible by the corporation. Foote, Pierson 
& Company, Inc. v. Commissioner, CCH Dec. 13598(M). 


Accounting methods: Taxable income on cash basis 
from leased machines.—Taxpayer owner of patents 
on machinery for refining paper supplied machines to 
paper mills for a fixed cash amount designated as a 
leasing fee, and subsequent payments (leasing fees), 
based upon certain percentages of savings effected by 
the machines. The fixed payments, representing in 
whole or in part the cost of having the machines made 
by a third party, were set up in a special non-income 
account until each machine was completed, and when 
payment therefor was made to the manufacturing firm 
only the balance of such non-income account, if any, 
was credited to an income account by taxpayers, which 
was on a cash basis. The machines were not set up 
on the books of taxpayer as capital assets, although it 
retained ownership thereof, and no deduction for de- 
preciation was made. Following, in general, the 
decision in the /nternational Cigar Machinery Co. case, 
36 BTA 124, CCH Dec. 9682, it is held that under 
taxpayer’s system of accounting only the difference 
between the cash (fixed) payment and the cash dis- 
bursement for the aliquot cost of the machine is in- 
cludible in its income for the year of receipt of such 
payment, whether the machine is completed in the 
same or a following year. 
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cases which would point to this conclusion.** But 
it is not clear that they would be applicable to the 
situation where we are not imposing a new tax but 
are effecting a broad transition from one general 
method or basis of tax to another.”> And if these cases 
should be found applicable, it is not clear that they 








would be followed now. 

If it were thought desirable, such an accessions tax 
could be graduated by factors depending upon the 
relationship of the donor to the donee. It could even 
be graduated by factors determined by the aggregate 
size of the. grantor’s estate,. Provisions of this sort 












































































































































































































































































































would seem to me to introduce complexities and 
problems far greater than they would be worth. The 
question of the effect of the relationship between the 
donor and donee might better be taken care of by 
providing a non-taxable exclusion or cumulative ex- 
emption which would eliminate the tax on a specified 
amount of transfers within the relationships which 
were thought to warrant such treatment. 

One of the problems of such a tax is its effect on 
the death taxes imposed by the states. For many 
years the Federal estate tax was designed primarily 
to force the states to adopt death taxes. Until 1932, 
the 80% credit for state death taxes paid was appli- 
cable to all of the Federal estate tax. Since that time 
we have had the Additional Estate Tax, which is not 
subject to the credit. But the credit against the 
basic tax remains, and it is a substantial inducement 
toward maintaining state death taxes which will con- 
sume the full amount of the credit. 

It would be difficult to continue this credit device 
if the Federal tax were shifted to the form of an 
accessions tax. This is a tax which is peculiarly 
adopted to imposition on a Federal basis. Any effort 
to impose such a tax by the states would lead to seri- 
ous questions of jurisdiction to tax with a very real 
threat of double taxation. It would be desirable, 
therefore, if the Federal government moved into this 
field, for the states to move out of it entirely. The 
loss of revenue from death taxes would be serious for 
the states, and they should not be asked to accept it 
unless a full equivalent were given in return. Indeed, 
it is probable that they would not accept such a loss 
unless a full equivalent were made available. If the 
Federal government moves into this field, therefore, 





*% Nichols v, Coolidge, 274 U. S. 531 (1927); Coolidge v. Long, 
282 U. S. 582 (1931). 
% Cf. Binney v. Long, 299 U. S. 280 (1936). 





it ought to move out of a field which could be occupied 
by the states and which would yield an equivalent 
amount of revenue. A possibility that might be sug- 
gested would be the tax on gasoline. One bright boy 
has suggested that the Federal government would 
give up the sales tax to the states if they would yield 
all death and gift taxes to the Federal government! 
Thus we find that even this problem which on the 
surface involves Federal taxes exclusively actually 
raises a serious question of the relationship of the Federal 
government to the states. The adoption of the credit 
provision into the estate tax was perhaps more un- 
fortunate than we knew. Once such an elaborate 
structure is set up and worked into the legislation of 
forty-seven states, it is very difficult to make a change 
no matter how desirable it may be. 


I have tried to discuss very briefly, here, some of 
the considerations involved in the problem of co- 
ordinating the Federal income, estate, and gift taxes. 
I have not reached any definite conclusions. Instead 
I have endeavored to explore some of the lines along 
which thought might progress, with the hope that 
some one else might care to develop those thoughts 
and help to bring into a crystalized form some 
practical means for resolving the problems. For the 
problems are very real ones and very practical ones. 
From the point of view of the taxpayer and the prac- 
ticing lawyer, the present system, or lack of system, 
is filled with many unfortunate uncertainties. From 
the point of view of the Treasury the present system 
has serious defects, particularly because of the wide 
gap for tax avoidance left open through the use of 
life estates and remainders, with or without the addi- 
tion of special powers of appointment. If these prob- 
lems, or any of them, can be resolved the structure 
and the fairness of the Federal taxing system will be 
significantly improved. [The End] 
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Less: Capital stock tax......... $687.50 
Declared value excess profits tax. 284.63 972.13 
Excess profits net income.............. $59,027.87 
Less: Excess profits credit and specific 
sed iguta ei semua 6 a4 7,000.00 
Adjusted excess profits net income. ..... $52,027.87 
Excess profits tax 90%..... Sins liso Te $46,825.08 
Normal tax and surtax on $7,000.00..... 1,790.00 
5 eer Tee ik 
80% of surtax net income of $59,027.87.. 47,222.30 
Excess over such 80%.............. .. $ 1,392.78 
Excess profits tax as above............. $46,825.08 
Less excess over 80%.................. 1,392.78 
Excess promis tax payable... ... 5... 2.00.2. cece. $45,432.30 
Normal tax and surtax............... gt 1,790.00 
nC .. $48,194.43 
Post War Refund ........ : ; soa 4,543 23 
Total taxes net of Post War Refund .............. $43,651.20 
Tax saving in case 2: 
Before After 
Post War Refund 
$48,248.75 $43,727.25 
48,194.43 43,651.20 
$ 5432 $ 76.05 
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Difference of aggregate capital stock tax and de- 


clared value excess profits tax in cases 1 and 2... $1,243.75 


972.13 


$ 271.62 
Tax saving as above: ————= 


Before After 
Post War Refund 
20M) GF GE71L.G2....3 FARR a nnvecses- 
Bete OF GEPI GE... ec scccce $ 76.05 


In summarizing the results of the above computa- 
tions it may be said that the 80% limitation of 
sec. 710 (a) (1) (B) I. R. C. works in favor of the 
taxpayer also with respect to the tax saving arising 
from the declaration of a capital value that eliminates 
or decreases the declared value excess profits tax. 

By using the percentages given above the taxpayer 
will be in a position to compute the increase or de- 
crease of his total tax which results from different 
alternatives in declaring his capital value, applied to 
different incomes which are within the reach of pos- 
sibility to be realized. It is necessary only to figure 
out the aggregates of the capital stock tax and the 
declared value excess profits tax which would become 
due in the different cases, and apply the percentage 
to the difference of those aggregates. Thus, the tax- 
payer can make his decision as to which capital value 
should be declared, with full knowledge of the conse- 
quences of his choice. He may elect such amount as 
keeps the risk of a wrong choice within the narrowest 
possible limits. [The End] 
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6. The increase of prices necessary to accommo- 
date the change cost schedules of marginal producers 
with proportionately higher labor factor costs than the 
infra-marginal producers in the line increases the 
profits of the latter. 


Exemption of Firms with a Minimum 
Number of Employees 


A payroll tax that exempts employers with a mini- 
mum number of employees—seven in the case of the 
Federal and many of the State payroll taxes associated 
with unemployment insurance—has long-term tend- 
encies somewhat different from those of a general pay- 
roll tax as analyzed above. The principal effect of 
such an exemption is to introduce a discrimination 
among producers in each line, which affects both their 
employees’ wage rates and their own costs. 


The taxed larger employers, of course, endeavor 
initially to shift as much as possible of their payroll 
tax back on the employees’ salaries. The limit to 
such backward shifting is, however, set by normal 
wage scale rigidity. The possibility of obtaining 
alternative employment with untaxed small produc- 
ers ** increases the wage scale rigidity of employees 
of the larger taxed producers, so that there tends to 
be less reduction of their net wages, substitution by 
these producers of other factors for labor is greater, 
and there is greater disemployment of their employees. 
Small untaxed employers find a greater labor supply 
available for them, so that, in spite of having no pay- 
roll tax to pay, they are able to reduce wage rates. 
The ultimate tendency is a new equilibrium equaliza- 
tion of wage rates of both taxed and untaxed employ- 
ers at a level lower than that before the imposition 
of the tax. Some net disemployment also results. 


As a consequence of the higher labor cost to taxed 
employers and the lower labor cost to untaxed em- 
ployers, there tends to be a recombination of the 
factors of production by both, the former substituting 
non-labor factors for labor, the latter to some extent 
substituting labor for non-labor factors. Because a 
net disemployment of labor is involved, some total 
increase of the utilization, and hence of the costs, of 
the other production factors also results. For the 
taxed producers, this increase of non-labor costs is in 
addition to the increase of labor costs resulting from 
the payroll tax as partly offset by lowered wage rates. 
For the untaxed producers, this increase of non-labor 
costs partly offsets their reduction of labor costs 
through lowered wage costs. 

These adjustments may also shift marginal produc- 
ers in the various lines. Whereas previously the small 
employers may have constituted the marginal produc- 
ers in many lines, cost increases consequent upon the 
payroll tax may now make some of the taxed larger 
employers the marginal producers for their line, while 
the smaller untaxed employers become infra-marginal. 
Former infra-marginal producers who have shifted 
closer to the new margin suffer a reduction of “sur- 
plus” profit. Former marginal producers who may 
have become infra-marginal as a result of their exemp- 





2 Such shifting to existing small employers is rather limited. 
Small employers can not expand-their labor force to more than the 
minimum exemption, as otherwise they would lose their exemption. 
But the wage cost differential advantage of small employers may 
encourage an expansion of the number of small employers in each 
field, thus opening new small-employer employment opportunities. 
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tion from the tax may now be in a position to earn 
“surplus” profit. 


The differences between the long-term tendencies 
of a payroll tax with an exemption for small employers 


and a general payroll tax may be summarized as 
follows: 


1. A partial payroll tax with any given rate pro- 
duces less of a decline in wage rates than a general 
payroll tax with the same rate, and this decline is 
spread over the wages of employees of untaxed pro- 
ducers as well as those of the taxed employers. 


2. Any given rate of a partial payroll tax produces 
less disemployment than the same rate of a gen- 
eral tax. 


3. Under a partial payroll tax with any given rate, 
taxed employers have more incentive to mechanize 
than under a general tax with the same rate, but this 
is counterbalanced by an encouragement to the devel- 
opment of small establishments with an incentive 
toward demechanization. 


4. A partial payroll tax has less effect on prices 
than a general one with the same rate, and less of 
a tendency to produce “surplus” profits, but it may 
transpose some of the firms receiving “surplus” profit. 


PART II 
Transition Effects of Payroll Taxes 


A “business generation” may elapse before the long- 
term tendencies of a payroll tax, discussed in the 
previous section, become fully operative. Meanwhile 
the efforts of employees and employers to shift the 
immediate burden of the tax to others than themselves, 
or otherwise to accommodate themselves to it, pro- 


duce repercussions of importance to the economic 
order. 


Transition Forward Shifting of an 
Employee Payroll Tax'? 


Available evidence indicates that labor generally 
accepted the social security employee payroll tax as 
a “deferred wage,” and made little effort to obtain 
wage increases to cover it. Organized labor in many 
fields of industry has sought and obtained wage in- 
creases since the social security payroll tax was first 
imposed, but the tax itself apparently was not a con- 
tributing factor. 

This experience with the social security payroll 
tax, however, provides no assurance that efforts would 
not be made to shift to employers an employee payroll 
tax levied for general revenue purposes. Indeed, in 
fields where labor is well organized, the contrary 
could be expected. It is unlikely that imposition of 
a low-rate payroll tax would constitute the sole in- 
centive for a wage increase demand. More probably 
it would be combined with other reasons advanced for 
a wage increase. It is unlikely, also, that an employer’s 





13 This topic has been considered in the following studies: J. L. 
Cohen, ‘‘The Incidence of the Costs of Social Insurance,’’ Inter- 
national Labor Review, December 1929, H. Dalton, Public Finance 
(5th ed., 1929) pp. 67-68; Harris, op. cit., p. 423; L. P. Rice, 
“Financing Social Security by Means of Payroll Taxes,’’ Tax Policy 
League, How Shall Business Be Taxed? (1937), p. 148; C. S, Shoup, 
‘“‘Taxing for Social Security,’’ Annals of the American Academy of 
Political and Social Science, March 1939, p. 167. 
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decision to grant a wage increase would be based 
solely on this consideration. But in many cases it 
would be a factor leading to a wage increase that 
otherwise might not have been granted, or to a larger 
one than otherwise would have been granted. The 
higher the rate of the tax, the greater would be the 
likelihood that it would enter specifically into wage 
bargaining. With allowance for business cycle con- 
ditions which affect determination of wage scales, and 
possibilities of extraneous wage control, it is probable 
that part of a general employee payroll tax for general 
revenue purposes would be soon shifted to some em- 
ployers. And for some time after its imposition, it 
would tend to exert a general “leveling up” influence 
in the wage field. 


Transition Backward Shifting to Wages of an 
Employer Payroll Tax'* 


A natural first thought of employers upon whom a 
payroll tax is imposed is to limit the increase of their 
labor costs as far as possible by reducing wage rates 
to accommodate the tax. Some instances might 
occur, in fields where labor was not organized, of spe- 
cific wage cuts covering the tax. The more general 
tendency, for a period after the imposition of the tax, 
would be for employers to resist demands of labor 
for higher wages on the ground that the tax had cut 
into their profits and—if the tax were associated with 
social security benefits for employees—that the bene- 
fits were a form of wage increase. In a period of 
recession and wage cutting, the imposition of a pay- 
roll tax could become a contributory cause to greater 
wage reductions than might otherwise occur. Thus in 
varying degrees through the economic order, some 
part of an employer payroll tax may initially be shifted 
back to wages. 

Such direct backward shifting is possible only dur- 
ing a limited period after imposition of the tax. After 
a year or two employers are less likely to think of a 
payroll tax as a proximate cause of a profit situation 
that led them to resist wage increases or insist on 
wage reductions, and the tax argument tends to be 
treated by both parties to a wage controversy as “past 
history” that has little bearing on current controversy. 
None the less it tends to have a continuing effect upon 
the cost and profit background of wage controversies. 


Relation of Initial Effect on Wages to 
Long-Term Tendencies 


As was stated in Part I of this study, part of the 
long-term readjustment of the business system to a 
payroll tax is a redetermination of wage rates and 
employment, in accordance with the relative rigidity 
of wage scales. Part of this redetermination of wage 
rates may be accomplished during the early transi- 
tion period by partial inability of employees to shift 
an employee payroll tax forward, or by partial back- 
ward shifting of an employer payroll tax. To the ex- 
tent that this initial influence of the tax on wage rates 
coincides with the ultimate tendency of the tax on 
wage rates, general readjustment to the tax is facili- 
tated and smoothed. If the initial reduction of wage 
rates is less than the proportion that will ultimately 
result from the tax, further reductions will be accom- 
plished by the pressure of disemployment. Probably 
a pendulum effect will be set up, with the first tendency 
toward disemployment overrunning the ultimate pro- 





™ This topic has been considered in the following studies: Harris, 
op. cit., p. 323; Shoup, loc. cit., p. 167. 
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portion, to be subsequently corrected when the exces- 
sive disemployment forces lower wage rates than are 
needed to restore equilibrium. 


Transition Forward Shifting to Prices— 
Competitive Lines'® 


Whatever part of payroll taxes rests on employers 
after initial wage adjustments becomes an added cost 
factor, which reduces profits or leads to losses if it is 
not taken into account in pricing. In the case of a 
general payroll tax, both marginal and infra-marginal 
producers are affected. Indeed, to the extent that 
marginal producers in many lines are less mechanized 
than their infra- -marginal competitors and so have a 
higher labor cost per unit of output, the burden of a 
payroll tax per unit of output is higher for the marginal 
than for the infra-marginal producers. There is the 
usual development of failures among some of the 
marginal producers, and in time sufficient of a price 
increase ensues, the monetary situation permitting, to 
protect the remainder of the marginal producers. In 
many instances, such price increases are more than 
sufficient to cover the added tax-per-unit costs of 
infra-marginal producers, so that their profits may 
show some increase. 

According to differences in labor cost per output 
unit for different lines of production, the added burden 
of the payroll tax varies as between lines. As a conse- 
quence, price increases tend to be different for various 
classes of goods. This, together with varying elas- 
ticities of consumer demand for different products, 
causes changes in demand, favoring the products of 
some industries, discriminating against the products 
of others. Consequent shifts in the productive sys- 
tem ensue, favoring generally, but not always, those 
industries where labor costs are proportionately lower. 


Transition Forward Shifting to Prices— 
Imperfectly Competitive Lines 


The tax-induced increase of the labor costs of pro- 
ducers in imperfectly competitive lines also leads to 
price increases, in accordance with the principles of 
monopoly pricing. There is no problem of accommo- 
dating the marginal producers in such lines, but under 
the optimum price principle of monopoly pricing, an 
increase of a cost factor generally leads to higher 
prices. 


The Factor of Monetary Elasticity 


The conclusion reached above, that in transition a 
payroll tax tends to increase prices, assumes a condi- 
tion of monetary elasticity sufficient to accommodate 
and maintain such a price rise. Such monetary expan- 
sion might be accomplished through an increase of 
circulation velocity if producers drew upon heretofore 
partially idle balances to finance higher payrolls and 
higher-valued inventories. Or it might be accom- 
plished by an increase of bank borrowings to accom- 
modate higher payroll disbursements and the purchase 
of higher-priced goods. 

W hether such monetary expansion does occur as 
an incident of adjustment to a payroll tax would seem 
to depend upon the cyclical stage in which the adjust- 
ment occurs. In a period of expansion, when opti- 
mism is rife, producers might be expected to take the 
initiative in seeking larger bank accommodation. But 
where such optimism was lacking, it is difficult to see 

% This topic has been considered in the following studies: E. M. 
Burns, ‘Financial Aspects of the Social Security Act,’’ American 


Economic Review, March 1936, p. 16; Cohen, loc. cit., pp. 838-839; 
Harris, op. cit., pp. 330, 336. 
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how any monetary expansion to sustain a price in- 
crease could occur. 


A monetary expansion to finance payroll tax costs 
might, if continued on its own inertia, introduce a new 
extraneous factor into the economic system that would 
stimulate productive activity and so offset some of 
the wage reduction and disemployment that would 
otherwise be produced by the long-run tendencies of 
the payroll tax. Indeed, since price stimulation would 
be one of the earliest transition effects of the imposi- 
tion of a payroll tax, the inflationary forces so set in 
operation might well for a while maintain wage scales 
unimpaired and actually stimulate employment. 


There is an economic probability that the inflationary 
trend thus produced by a payroll tax would breed a 
reaction, so that any monetary effect initially attribu- 
table to the payroll tax would be lost in the sweep of 
cyclical developments. But such occurrence is not an 
economic necessity. Should extraneous circumstances 
limit the monetary expansion and its associated eco- 
nomic expansion at a new self-sustaining equilibrium, 
the long-term tendencies of the tax as previously 
analyzed would have to be qualified at least to the 
extent of allowing for a higher price level, with less 
lowering of wages and less disemployment. 


Transition Backward Shifting to Factors 
Other Than Labor 


In fields where purchasing is imperfectly competi- 
tive (monopsony), a producer may shift the added 
labor costs produced by a payroll tax backward upon 
his suppliers, or his landlords, or his creditors, rather 
than forward into prices. The direction in which shift- 
ing develops in such a case depends upon the relative 
elasticities of a consumer’s demand for the producers’ 
output and of the supply schedules of his suppliers of 
materials, his landlords and his creditors. 

Such imperfections in buying competition within 
any line are generally short-term developments that 
tend to be modified in the long term. Therefore such 
backward shifting of part of the burden of a payroll 
tax is likely to be only a transitional situation. 


A more general possibility of backward shifting 
exists when a payroll tax is imposed in a period of 
contracting economy when the monetary system itself 
is contracting. Forward shifting to prices not being 
possible, producers are constrained to cut losses by 
cutting costs wherever possible. Contraction of pro- 
duction is accelerated. Wherever possible, all forms 
of factor compensation—including wage rates—are 
reduced. In-many cases long-term contracts may be 
readjusted, so that the reduction may extend to rents, 
royalties, interest, and managerial compensation. 


Mechanization and Other Production Readjustments 


As was indicated in Part I, the key to the ultimate 
tendencies of a payroll tax is replacement of labor,"® 
once its wage cost has been increased by some part 
or all of a payroll tax, by other production factors. 
The incentive to make such substitution exists in 


spite of any price increase that develops as a transition 
step. 





%In a period of labor shortage, ‘with unfilled vacancies, labor 
replacement would not occur as a result of the rise of labor costs, 
but such a rise would tend to reduce the number of unfilled vacan- 
cles, This reduction in the pressure of the demand for labor would 
have the effect of reducing the effective pressure of labor’s demands 
for higher wages. Thus the transitional effects of a payroll tax 
during a period of labor shortage would not include replacement 
and disemployment, but would operate exclusively in the field of 
wage rates. 


The most obvious form of substitution is labor- 
saving mechanization. Such mechanization is not an 
immediate reaction to a payroll tax, as are the efforts 
to shift the tax backward to wages or forward to 
prices. Indeed, abrupt substitution to any substantial 
extént is out of the question because of the comple- 
mentary character of many types of machines and 
attending labor, and because of the term of life of 
much of the existing mechanical equipment. But 
through all branches of industry whose labor costs 
have been raised by the tax, the “margin of indiffer- 
ence” to mechanization is lowered. This incentive to 
mechanize is greatest, of course, for those industries, 
and for those firms in an industry, that have a dispro- 
portionately high labor cost. Over a long transition 
period, the rate of mechanization is therefore some- 
what greater than it would otherwise have been in the 
absence of the payroll tax. 

Several consequences flow from this intensification 
of mechanization. First, the lowering of costs that 
results from the intensified mechanization lays a 
foundation for lowering prices from the level initially 
established by the first forward shifting of the part 
of the tax borne by employers. Second, the resulting 
additional demand upon the capital goods industry 
provides extra stimulus to that industry, which in it- 
self is a stimulating factor to the general economy. 
Third, the gradual disemployment of labor will in 
time exercise its effect upon wage rates, in accordance 
with the elasticity of the labor supply, and thus tend 
to reduce the disparity of labor costs which give rise 
to the displacement tendency. Fourth, the demands 
upon the capital market are somewhat greater than 
they otherwise would have been, thus tending to raise 
or hold up interest rates. This rise in capital cost, 
coupled with the decline in labor cost noted above, 
constitutes the long-run transition to the new equi- 
librium analyzed in Part I. Fifth, the intensification 
of mechanization may produce unforeseen economies 
that reduce costs more than anticipated, and hence 
offset some of the price increase that might be ex- 
pected as a long-term tendency. 


PART III 
Comparison with Other Taxes 


The conclusions so far stated have been based upon 
an analysis that treated the payroll tax as though it 
were arbitrarily levied to yield an additional item of 
revenue, without comparing these tendencies of a 
payroll tax with those of other, alternative taxes. 

Any tax that increases labor costs relative to other 
factor costs exercises the same tendencies. Conceiv- 
ably, imposition of a very heavy poll tax, or an income 
tax bearing heavily on the lower income ranges, or a 
sales tax that substantially reduces the purchasing 
power of wages and salaries, may be an incentive for 
labor to demand wage increases that would shift part 
of such taxes to their employers. Such wage increases 
must involve an increase of relative labor costs simi- 
lar.to those resulting from a payroll tax, and must 
have the same influence on the national economy as a 
payrolltax. An important distinction between imposition 
of these taxes and of a payroll tax should be noted, how- 
ever. Given identical revenue yields, only part of these 
taxes, (the part paid or borne by wage and salary 
recipients) can influence wage rates, whereas the 
entire effect of a payroll tax is upon labor costs. And 
the alternative taxes, to the extent that they affect 
sectors of the national economy other than wage and 
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salary recipients, may exercise effects absent in the 
case of a payroll tax. 

We must conclude, therefore, that while certain 
other taxes with comparable yields might in part pro- 
duce the same effects as a payroll tax, for no other 
tax are these effects so pronounced or so far-reaching. 


PART IV 
Association of a Payroll Tax and 
Social Security Payments 


If the revenue from a payroll tax is utilized for gen- 
eral governmental expenditure, no special comment 
on the effect of the disbursement of these funds is 
necessary; the issues involved are those of general 
government finance rather than of payroll taxation. 
But if the yield of a payroll tax is earmarked to a par- 
ticular purpose—accumulation of a reserve for social 
security payments, or to the actual payments them- 
selves—it is appropriate to analyze the effects of such 
employment of the funds in relation to the effects of 
the tax. 

Accumulation of a reserve invested in governmental 
bonds has the effect either of debt retirement or 
of retardation of debt accumulation, according to 
whether the Government at the time is otherwise re- 
tiring outstanding debt or is incurring new debt more 
rapidly than the reserve fund is built up. Where the 
accumulation of the reserve produces debt retirement, 
the effect of so utilizing the payroll tax receipts is 
markedly deflationary if the debt issues replaced were 
previously held by commercial or Federal Reserve 
banks, and somewhat less deflationary if they were 
previously held by other institutions or individuals. 
Where the accumulation of the reserve retards debt 
accumulation that would otherwise occur, the effects 
are either markedly or partially anti-inflationary 
according to whether the debt issues would otherwise 
be marketed to financial institutions or to other pur- 
chasers. 

Utilization of the tax proceeds to pay social security 
benefits may influence the incidence and effects of the 
payroll tax by affecting labor’s attitude toward wage 
rates and employment. One effect may be to reduce 
rigidity of wage scales, since labor may be induced to 
view the social security benefits as a “deferred wage” 
which may be offset against wage reductions associa- 
ted with the imposition of the tax. In such case, the 








major immediate and long-term effect of the tax is 
upon wages, with subsequent readjustments involving 
price increases, mechanization, and disemployment 
minimized. 

A second effect of the benefit payments may be to 
eliminate certain labor elements—those receiving old- 
age benefits and those who have been unemployed for 
a short period and are receiving unemployment bene- 
fits—from active competition for employment. Such 
a development would tend to decrease the effect of 
disemployment resulting from adjustment to the tax 
on wage rates, thus causing wage reductions to be 
less than would otherwise occur. This would have 
the effect of magnifying the long-term readjustment 
to the tax, and its influence on prices, mechanization 
and disemployment; the additional disemployment, 
however, would be only nominal, since it would in- 
clude the labor element eliminated from the labor 
market by the tax. 

Which of these two contradictory effects would be 
the dominant one can not be determined. The extent 
to which the first would operate would depend upon 
the manner in which the combination of payroll tax 
and social security benefits was presented to labor by 
the Government and the employers, and the attitude 
of the leaders of organized labor toward the measure. 

A third effect of benefit payments is to give labor 
elements an additional increment of purchasing 
power. This may be less than, equal to, or more than 
the loss in labor purchasing power resulting from dis- 
employment and readjustment of wage rates, accord- 
ing to the differences in the possible combinations of 
disemployment in wage readjustment discussed earlier 
in this analysis. Consequently it is impossible to 
conclude that the purchasing power effect of the bene- 
fit payments, as far as labor is concerned, is either 
compensatory to or complementary to the purchasing 
power effect of the payroll tax. Furthermore, any 
purchasing power effect of the benefit payments must 
not be considered per se, but as alternative to the effect 
of other forms of governmental expenditure which 
might place purchasing power in the hands of other 
than labor groups. Giving due weight to these various 
considerations, it must be concluded that social secur- 
ity benefit payments are not likely to have such 
a stimulating effect upon the national economy 
as to offset payroll tax effects on wage rates and 
employment. [The End] 


MINIMUM LUMP SUM DEDUCTION FOR INDIVIDUALS—Continued from page 21 | 


if they exceed the lump-sum allowance, and no greater 
stride toward simplification, for those who need it 
most, could be made; there would still be the elim- 
ination of the inequalities described above in urging 
the adoption of the lump-sum deduction; and there 
would still be the ability of the taxpayer (employe) 
who can use elementary arithmetic to understand 
what is happening to his pay—something which he 


generally cannot begin to understand under the pres- 
ent complicated and confusing system. 

If there is to be a real effort toward simplification 
of the income tax; if needless government spending 
is to be curtailed ; if every effort is to be made to relieve 
the manpower shortage—then it would seem that the 
minimum lump-sum deduction could very well be 
given some careful thought. [The End] 





THE FOURTH WAR LOAN 


“In January we launch the Fourth War Loan Drive. 
Government $14,000,000,000 with which to finance the war. 


loaned by individuals.”—-Secretary Morgenthau. 


The American people will be asked to lend their 
Five and one-half billion of this amount is to be 
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DIGESTS of 


Articles on 


Taxation in Current Legal Periodicals 





STATE JURISDICTION TO TAX 
INTANGIBLES: A TWELVE 
YEAR CYCLE 


Robert L. Howard, Professor of Law, 
University of Missouri 


8 Missouri Law Review, June, 1943, 
p. 155-176 


Slightly more thar a dozen years ago, the 
7United States Supreme Court began assert- 

ing quite vigorously the unconstitutionality 
lof multiple state taxation of intangibles and 
Sdenied the power of states to apply death 
Htransfer taxes to such property interests 
Junder circumstances previously recognized 
as constituting a basis for jurisdiction to tax. 


These cases were Farmers Loan and Trust 
9 Co. v. Minnesota, 280 U. S. 204 (1930), Bald- 
Hwin v. Missouri, 281 U.S. 586 (1930), and 
N First National Bank of Boston v. Maine, 284 
U. S. 312 (1932). In these cases, the Court 
H shifted its basis of decision from absence of 
jurisdiction based on inability to render pro- 
Htection for the tax to a matter of policy— 
H the undesirability of multiple state taxation. 


During the past half-dozen years or so, 

the Court has been engaged in the process 

jof restoring to the states, bit by bit, some 
sof the taxing powers of which they had thus 

Hbeen deprived. The case of State Tax Com- 
p mission of Utah v. Aldrich, 316 U. S. 174 

| (1942), appears to return to the doctrine 
f universally adhered to prior to 1930, looks 
Fupon state jurisdiction to tax or constitu- 

B tional power to tax again as a problem in 
Sfactual relationship, and carefully examines 
ithe relation of the taxing state to the sub- 

Hject of the tax without regard to the fact 
ithat the same property interest may or may 

inot be subject to the taxing power of some 

other state. 

This process of return to the earlier doc- 
trine appears to have had its inception some 
five years before in such cases as First Bank 

§ Stock Corporation v. Minnesota, 301 U. S. 234 
(1937), and Schuylkill Trust Company v. 
Pennsylvania, 302 U. S. 506 (1938). In the 
former of these two cases the Court sustained 
a property tax at the business situs of shares 

of stock in a foreign corporation owned by 
a shareholder domiciled in a third state. The 
latter case, sustaining a tax at the corporate 
domicile upon shares of stock owned by a 

gnon-resident, adds to the belief that the 
Court was beginning to weaken in its sup- 
port of the unitary theory of state taxation 
of intangibles. 

The belief that the Court may have been 
ready to modify its adherence to the re- 
Strictive doctrine of the 1930-1932 cases by 
the time the above cases came up for deci- 
sion gains some support from the obvious 
confusion and difficulty arising from the 
application of that doctrine. These began 
to manifest themselves the year following 
First National Bank of Boston_v. Maine, 
supra, in the case of Burnet v. Brooks, 288 

BU. S. 378 (1933). The Court persisted in this 

opinion in talking in terms of jurisdiction 

which it had ceased to talk about in the 

State tax cases of the three preceding years. 


If there were any doubt of the direction 
of the trend sketched above, that doubt was 
set at rest by the majority opinions of Mr. 
Justice Stone in Curry v. McCanless, 307 
U. S. 357 (1939), and Graves v. Elliott, 307 
U. S. 383 (1939). While there was no at- 
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tempt in these cases to overrule any earlier 
cases, the opinion in the former case pur- 
ported to limit the restrictive doctrine of the 
1930-1932 cases to the specific matters to 
which it had been applied in those cases, 
and expressly denied the possibility of say- 
ing “that taxation of intangibles can be re- 
duced in every case to the mere mechanical 
operation of locating at a single place, and 
there taxing, every legal interest growing 
out of all the complex legal relationships 
which may be entered into between persons 


To what extent the 1930-1932 doctrine set- 
ting up an immunity against the taxation 
of intangibles by more than one state has 
now been modified or repudiated is some- 
what less than entirely clear. More recently 
the apparent goal of complete repudiation 
has been much more closely approached, 
though only one of the restrictive cases has 
been expressly overruled. 

The Aldrich case, supra, called for con- 
sideration only of the problem of taxation 
by the state of the corporate domicile upon 
a transfer by death of the non-resident owner 
of shares of stock, the certificates of which 
were being kept at the owner’s domicile and 
transferred on the stock transfer books kept 
outside the state of the corporate domicile. 


The determination of this issue required 
a reconsideration of the exact problem dealt 
with in First National Bank of Boston v. 
Maine, supra. Taking the position that the 
latter case was inconsistent with the prin- 
ciples responsible for the decisions in the 
McCanless case, supra, and Graves v. Elliott, 
supra, and regarding those principles as 
sound, the Court had no alternative but to 
overrule the First National Bank of Boston 
case, supra. 

On the basis of a study of the language 
used in the opinion in the Aldrich case, 
supra, it seems quite clear that the Court is 
repudiating the whole of the restrictive doc- 
trine of the 1930-1932 cases and returning 
to the principles which, except for the dozen 
years just past, have been recognized 
throughout our history. 

Two results seemed foreordained from a 
persistence in the program of which the 
restrictive tax cases were a part. One was 
the constitutional crisis which had its cul- 
mination in the Supreme Court reorganiza- 
tion plan of 1937. The other was the 
confusion that resulted from the attempt to 
apply this departure from long established 
tradition in all cases. 


THE VALUATION OF STOCK IN A 
CLOSELY-HELD CORPORATION 
FOR FEDERAL GIFT AND 
ESTATE TAX PUR- 

POSES 


Robert A. Sprecher, Member of the 
Illinois Bar 


31 Kentucky Law Journal, May, 1943, 
Pp. 323-344 


Whenever shares of corporate stock are 
the subject of a gift or form part of an 
estate it becomes necessary to evaluate such 
shares for the purposes of Federal gift or 
estate taxes. Treasury regulations provide 
that the value of property in general and 
of stock and bonds in particular shall be, 
for tax purposes, the “fair market value.” 
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How can shares in a closely-held or “family” 
corporation be evaluated for tax purposes? 

The process of evaluating closely-held 
stock is one of considering and weighing 
the various factors and elements which the 
Treasury Department, the Board of Tax 
Appeals (now known as the Tax Court), 
and the courts have determined to be of 
importance. 


Factors Required by the Regulations to Be 
Considered in Determining the Value 
of Closely-Held Stock 

The Federal Gift Tax statute provides as 
follows: 

If the gift is made in property, the value 
thereof at the date of the gift shall be con- 
sidered the amount of the gift. 

In nearly every case of valuation of closely- 
held corporate stock, the courts or the Board 
of Tax Appeals expressly state that the three 
elements of valuation required by the regu- 
lations—net worth, earning power, and divi- 


dend-paying capacity—have been given full 
consideration. 


Earnings. The Board and courts have on 
several occasions indicated that earning 
power is the most important of all factors 
in determining the value of the stock in a 
closely-held corporation. Randolph Paul 
says, “The standard earnings valuation for- 
mula capitalizes the earnings of a represent- 
ative period at a given rate. .. . Ordinarily 
the period to be taken should not be less 
than five years. Abnormal years... should 
be eliminated.” 

The capitalization formula set out in Ap- 
peal and Review Memorandum 34, 2 C. B. 31, 
is a method for determining the combined 
value of tangible and intangible assets. The 
average tangible assets over a certain period 
of time is first determined. Then a certain 
percentage (10% in the example given) of 
the average tangible assets is deducted from 
average earnings over a similar period and 
the remaining average earnings are allo- 
cated to intangible assets and capitalized at 
a certain percentage (20% in the example 
given). The value of intangibles thus found 
is added to the total tangibles, which is the 
book value at the date for which value is 
being sought. In using this formula, the 
percentages to be selected depend upon the 
risk and hazard of the industry itself and of 
the particular company under consideration. 

In cases where value is thereby clearly 
reflected, it is possible to employ a simple 
capitalization formula of average earnings 
multiplied by a certain percentage, which 
is determined by considering the ordinary 
rate of return for the industry and for the 
company under consideration. 

Dividend-Paying Capacity. Paul says, “No 
doubt the dividend yield of stock is to be 































given serious consideration in any valuation 
case, but this test of value is one to be cir- 
cumspectly used and a number of other 
items of evidence must be checked at the 
same time.” 


Book Value or Net Worth. Book value 
is usually given consideration, but it is not 
as important a factor as earning power. 
Therefore, if there is a discrepancy between 
capitalized earning power and book value, 
the former will, in most cases, prevail. 


Other Factors 


Almost any factor which has any con- 
ceivable bearing upon yalue will be admis- 
sible as evidence of value, though its weight 
may be slight. Significant factors are opin- 
ion testimony, ‘the economic conditions of 
the times, the effect given to subsequent 
event, and miscellaneous factors, including 
par value, cost, and appraisals. 


It may be stated as an initial proposition 
that where the court is dealing with a strictly 
short-term family trust, (lasting six years 
or less) it will generally tax the income 
therefrom to the settlor irrespective of the 
absence of expressed control over the cor- 
pus retained by the settlor. In such cases, it 
is felt that the implied control reserved by 
the settlor by reason of the fact that the 
trust is to last but a few years, and the ordi- 
nary .control exercised by the settlor over 
the members of his family, make the result 
conclusive. 

Where a trust is to last longer than a 
strictly short-term instrument, but termina- 
tion of it is not dependent upon the life of 
an interested party, a different rule is appli- 
cable. In such cases, duration and control 
are complementary, the courts usually ap- 
plying the theory that the longer the term, 
the more important the factor of control 
and vice versa. It is also important in deal- 
ing with such cases to distinguish clearly 
between control over management and con- 
trol over disbursements. If the type of 
control is of the latter character, the settlor 
has, for all practical purposes, retained the 
economic interest of the corpus, and will 
therefore remain taxable on its income. 

If the term of a trust is measured by the 
life of an interested party, the settlor will 
not be taxable on its income, irrespective of 
the fact that he has retained broad powers 
of administrative control. Where, however, 
the settlor still retains the power to alter the 
beneficiaries and directs the amounts pay- 
able to each, the decisions indicate that he 
is taxable on the income from the trust. 


FEDERAL TAXATION OF CORPO- 
RATE SURPLUSES 


Ralph U. Heninger, Member of the Iowa Bar 
28 Iowa Law Review, May, 1943, p. 639-649 


Section 102 of the Revenue Code imposes 
a substantial tax in the form of a penalty 
upon current undistributed earnings of a 
corporation determined to be improperly 
accumulating surplus or of a corporation 
formed to evade the payment of surtax by 
its stockholders. Accumulated surplus and 
the purpose for which the company was 
formed are factors which determine whether 
or not the corporation is subject to chastise- 
ment. 

The imposition of the tax is entirely de- 
pendent upon the determination of the examin- 
ing revenue agent or his superior in the 
Treasury Department. The Department of 
Internal Revenue psychoanalyzes the tax- 
payer by the use of certain objective tests, 
which are summarized below: 

Treasury Decision 4914 instructs collectors, 
agents, and other employees of the Bureau of 
Internal Revenue to give particular attention to 
the possible application of Section 102 in the 
following circumstances: (1) where at least 
70 per cent of earnings have not been dis- 
tributed as taxable dividends; (2) where cor- 
porations have invested earnings in securities 
or other property unrelated to their normal 
business activities; (3) where loans have been 
made to officers or shareholders out of undis- 
tributed profits or surplus from which taxable 
dividends might have been declared; (4) where 
majority of corporate stock is held by a family 
group or other small group of individuals or by 
a trust or trusts for the benefit of such group; 


THE CIRCUIT COURTS OF APPEALS 
EXAMINE THE CLIFFORD 
DOCTRINE 


Richard W. Case, Lecturer, University of 
' Maryland School of Law 


7 Maryland Law Review, April, 1943, 
p. 201-229 


In Helvering v. Clifford, 309 U. S. 331, the 
taxpayer created a trust naming himself as 
trustee and his wife as beneficiary. The trust 
was to last for five years, or for a shorter 
time if either the grantor or his wife died. 
The indenture provided that upon termi- 
nation, the settlor was to receive the trust 
corpus, and further provided that any accu- 
mulated income was to be paid to the bene- 
ficiary. 

During the life of the trust the trustee 
had full power to manage the property by 
voting the securities which constituted the 
res, to sell, exchange, or in any way encum- 
ber the corpus or accumulated income, and 
to invest any funds constituting “trust funds” 
by making unsecured loans, deposits in 
banks, or by buying securities without re- 
gard for their “speculative character” or 
their “rate of return.” The settlor also re- 
tained the power to collect all income, to 
compromise any claims held by him as 
trustee, and to hold any property in the 
trust estate in any name, including his own 
as an individual. 

The question presented was whether or 
not the income from the trust. was taxable 
to the settlor. Basing its opinion on the 
broad sweep of Section 22(a) of the Inter- 
nal Revenue Code, the Supreme Court held 
that it was. 

Although represented as being a monster 
by some, the rule in the Clifford case, supra, 
is, in reality, a useful plug in one of the last 
methods of tax avoidance which utilized the 
trust device. Where a taxpayer seeks to 
reduce his surtaxes by channelling a part 
of his earnings by means of a short-term 
family trust to members of his immediate 
family, his scheme is doomed to failure. On 
the other hand, if a settlor creates a trust 
intending thereby actually to give the cor- 
pus or its benefits to a member of his family 
and not merely to part therewith for a short 
period of time, he will not remain taxable on 
the income. The ultimate test is, therefore, 
that irrespective of his conveyance in trust, if 
the taxpayer has retained the economic benefit 
of the res, he will remain taxable on its 
income. While it is dangerous dogmatically to 

classify cases involving the Clifford doctrine, 
it is possible, in the light of the abundant 
authorities on the subject represented by 
the decisions of the Circuit Court of Ap- 
peals, to state three general rules with re- 
spect thereto. 
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may be made for certain purposes. 


42 


(5) where distribution of dividends, while ex- 
ceeding 70 per cent of earnings appears inade- 
quate in consideration of the nature of the 
business or other quick assets beyond the rea- 


The regulations specifically provide that 
the taxpayer has “the burden of proving the 
determination wrong by a preponderance of 
evidence, together with the. corresponding 
burden of first going forward with evidence.” 

Principles are now beginning to evolve, 
indicating that accumulation of —— 

n 
addition to expansion reserves, it is entirely 
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THE IMPORTANCE OF CITIZEN. oy 
SHIP, RESIDENCE AND DOMI- “ i 
CILE IN FEDERAL INCOME a 





TAXATION 


Frank M. Keesling, Member of the 
California.Bar 


31 California Law Review, June, 1943, 
p. 283-301 


Citizens of the United States who als 
reside here have, since the inception of th 
income tax, been taxable upon their entir 
net income, whether derived from domestit 
or foreign sources. Resident aliens are tax 
able upon their entire net income, wherea 
non-resident aliens are taxable only upo 
income from sources within the Unite/ 
States. 

It is important to determine what is neces 
sary to constitute a person a resident. Th 
official concept of residence represents a fin 
balance between a rule predicated solely o 
physical presence and the inflexible rule o 
domicile based largely upon subjective ir 
tentions. 

In 1926, the Federal Revenue Act wa 
amended to provide that citizens of the 
United States who are bona fide non-res: 
dents of the United States for more tha 
six months during the taxable year shoull 
not be taxable upon earned income from 
foreign sources. From the very beginning 
the Department construed the phrase “bon 
fide non-resident of the United States” a 
meaning in effect “absence from the United 
States” regardless of the purpose of tht 
absence, whether temporary or otherwise 

In 1940, the Treasury Department et- 
deavored to “tighten up” the earned income 
exemption by holding that only absences for 
full calendar months could be counted in 
determining whether the six months’ require 
ment is met. 

The requirement that a citizen be a nor 
resident from the country for more than su 
months during the taxable year in order to 
obtain the benefit of the exemption, resulted 
in rank discrimination between those cit: 
zens whose absence from the country hap 
pened to fall within their taxable years an 
those whose absence overlapped their tax- 
able years. This discrimination is not cured 
by the 1942 amendment which requires tha 
a citizen must be a bona fide resident of? 
foreign country or countries for the entitt 
taxable year. 

Since 1928, provision has been made fot 
allowing citizens and resident aliens credit 
for income taxes paid or accrued to foreigt 
countries or to possessions of the United 
States. Citizens are allowed the credit fot 
taxes paid or accrued to foreign countriés, 
and residents, both citizens and aliens, af 
allowed the credit for taxes paid or accrue 

to possessions of the United States without! 
any requirement of reciprocity. 


word ‘ 
Jnited 
jal an 
he Co 
al lim 


Som 
begins 
497 (1 
Suprer 
enanc 


Tha 
Penns: 
ion tl 
Survive 
n sucl 
The 
a riper 
n the 
ative 
was < 
avoid: 


ur 
282 U 
omm 
tain o 
ase r 
onst! 
a suff 
oe pe 
iL. S. 
subse 
Yet 
and « 
supra 
of the 
ing 1 
taxin; 
to th 
and | 
tion. 
Stone 
enjoy 
cept 
cuts, 
Or 
law 
here. 
tenu: 
theo: 
conc 
Su 
Cons 
cipal 
most 
the 5 
TI 
obvi 
neitl 
they 
Suita 
will 
lar t 




















































































































































































eserve; 





LOCAL LAW IN FEDERAL 












































. ae TAXATION 

es . Edmond N. Cahn, Member of the 

le ther New York Bar 

iness if} 52 Yale Law Journal, September, 1943, 

Prem: p. 799-828 

a Those who had seen the Articles of Con- 

bjectiygkederation dissolve in bankruptcy, futility, 
in thggnd anarchy, succeeded in conferring a gen- 
for exgetal taxing power on the new Government, 

and thge power to levy “taxes, duties, imposts, and 

re thagexcises.” And it was provided that “all 

ted exgguties, imposts, and excises should be uni- 

+ detefform throughout the United States.” 

ly donfl The so-called requirement of uniformity 

n abanfhad litle significance in the early years of 

yr whidfthe Republic. It was regarded not so much 

ade. s a criterion for federal tax policy as an 

2 is nogescape from the dilemma of “apportion- 

ses no[ment,” an “easy, certain, and efficacious” 


ormula to remedy the “fundamental error” 


ZEN. bf apportionment. ; ; 
‘MI. - In the twentieth century, increasingly 
rE omplex statutes of income and estate taxa- 
ion have conferred a new meaning upon the 
vord “uniform.” “Uniform throughout the 
he Jnited States” has become a canon of judi- 
ial and administrative action, supported by 
1943, [ithe Constitution, but transcending the origi- 
al limited purposes. 
ho als. Some Recent History. The current period 
1 of thpbegins with Tyler v. United States, 281 U. S. 
r entirgm97 (1930), in which the United States 


Supreme Court upheld estate taxation of 
enancies by the entirety. 


That litigation involved residents of 
Pennsylvania and Maryland, where the fic- 
ion that husband and wife were one still 
Kurvived. Hence it was urged that no interest 
n such tenancies passed by reason of death. 

The Court replied that there was at death 
aripening of property rights and enjoyment 
n the surviving spouse and that the legis- 
ative treatment of this tyne of transaction 
as a reasonable provision against tax 
avoidance, 

During the following year, Poe v. Seaborn, 
282 U. S. 101 (1930), sustained division of 
ommunity income in Washington and cer- 
tain other community property states. The 
ase rested, at least in part, upon a statutory 
construction. Control was later held to be 
sufficient gravamen for taxation even in 
oeper v. Tax Commission of Wisconsin, 284 
U. S. 206 (1931), and in a multitude of 
subsequent decisions. 

Yet the cleavage between the majority 
and dissenting views in the Hoeper case, 
supra, appeared to be just beyond the limits 
of the control concept. The majority, hold- 
Ing unconstitutional a Wisconsin statute 
taxing, in effect, the income of both spouses 
to the husband, accepted both ownership 
and control as permissible bases of taxa- 
tion. But Justices Holmes, Brandeis, and 
Stone contended for a further gravamen— 
enjoyment—and not long after, their con- 
cept evidently prevailed in Douglas v. Will- 
cuts, 296 U. S. 1 (1935). 

One distinct effect of the impact of local 
law upon federal taxation may be traced 
here. As local institutions and modes of 
tenure refuse to conform to accepted tax 
theories, they tend to be engulfed by tax 
concepts expanded for that very purpose. 
Such an extension may be effected by 
Congress, but in the evolution of the prin- 
cipal limitations, most of the ingenuity and 
most of the progress has been furnished by 
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| ine the Supreme Court. 
: by he merit of this expansive technique is 
eal obvious: recalcitrant local institutions are 





neither ignored nor obsequiously exempted; 
they are taxed in terms of a novel concept 
Suitable to themselves. The novel concept 
will generally appear as an alternative famil- 
lar theories, rather than in lieu of them. The 
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progression in theory thus remains both 
logical and cumulative. 

In Morgan v. Commissioner, 309 U. S. 78 
(1940), a federal estate tax on property 
passing under a general power of appoint- 
ment was applied to what was defined by 
state statute as a special power. The court 
said: “If it is found in a given case that 
an interest or right created by local law 
was the object intended to be taxed, the 
federal law must prevail no matter what 
name is given to the interest or right by 
state law.” 

But tax practitioners had observed with 
chagrin that the Treasury, in Rudolph Wur- 
litzer Company v. Commissioner, 81 F. (2d) 
971 (C. C. C. 6th, 1936), also knew how to 
use local law. That significant case held 
that the role of local law in federal taxation 
is not confined to rules of property but em- 
braces every category of relevant statute 
or decision. 


Thus it was established that taxpayers 
could not avail themselves of “uniformity” 
as a technique of tax avoidance, and the 
Treasury could hardly be expected to honor 
the principal by loss of revenue. Some 
thought that uniformity had become only 
a new implement of the Commissioner and 
that he could respect or ignore local law as 
he liked. 


The case of Helvering v. Stuart, 317 U. S. 
154 (1942), has allayed these fears. The 
Court relegates an entire segment of tax 
criteria to the rules of local law: 


When Congress fixes a tax on the possibility 
of the revesting of property or the distribution 
of income, the ‘‘necessary implication,’’ we 
think, is that the possibility is to be determined 
by the state law. Grantees under deeds, wills, 
and trusts, alike, take according to the rule 
of the state law. The power to transfer or 
distribute assets of a trust is essentially a 
matter of local law. 


Perhaps the broad implications of these 
phrases will not be sustained by subsequent 
rulings; but in any event, they offer the 
necessary antithesis to the Morgan doctrine. 


In addition to this judicial activity, Con- 
gress has been exceedingly busy. The Com- 
mittee reports relating to the Revenue Act 
of 1942 disclose persistent and strenuous 
efforts to achieve uniformity. 


In the Act itself local rules, local distinc- 
tions, and presumptions are explicitly de- 
clared void, irrelevant, and unavailable. 
Pervading the statute is the ideal of a uni- 
form national tax system, which will operate 
equally and with identical incidence “in- 
dividuals, without any regard to 
states.” But is such uniformity attainable? 


One or two preliminary generalizations 
appear. In the first place, when the prin- 
cipal problem is one of collection procedure, 
uniformity will be almost perfect. In the 
practice of collection, national supremacy 
implies maximum uniformity. 

In the second place, there are important 
forces transcending state lines which make 
for substantive uniformity. Social and eco- 
nomic stratifications are frequently more 
potent than the vertical stratifications of 
state boundaries. 

The article surveys a series of specific 
instances, all involving the quest for uni- 
formity, such as alimony and _ separate- 
maintenance payments, powers of appoint- 
ment, estate tax deductions, and miscellane- 
ous other topics. From this survey the 
conclusion must be drawn that absolute uni- 
formity is not attainable. Uniformity is at 
best a limit to be approached and an objec- 
tive to be achieved. 

There are several ways in which uniform- 
ity is desirable. In the first place, it helps 
to brush aside mere local labels and by the 
same token aids in the quest of economic 
substance. So viewed, uniformity is simply 
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an instrument in the armory of concepts by 
which courts seek to break through appear- 
ance to reality. 

In the second place, the desire for uni- 
formity makes Congress and the courts 
more sensitive to the existence of special 
privileges and keener in the formulation of 
techniques for their removal. This is again 
a utilitarian value. 

In short, uniformity is not a final good, 
to be sought at all costs, but an intermediate 
good, useful to the extent that it serves 
larger ends. A federal philosophy requires 
room for diversity, and local variations are 
not incompatible with a just tax system. 


Next for consideration are the problems 
incident to determination of applicable local 
law, including the procedures involved in 
ascertaining the law of a particular state, 
conflict of laws issues, and the function of 
the Supreme Court in such processes. 


It is assumed for present purposes that 
local law governs as to some critical link in 
the chain of tax reasoning, that, expressly 
or by necessary implication, reference has 
been made to state rules, and that the court 
and parties are sufficiently aware of the 
issue so that local law is not simply taken 
for granted. 


A preliminary distinction should be made 
here. So intensely have students and courts 
been preoccupied with the ramifications of 
Erie Railroad v. Tompkins, 304 U. S. 64, that 
little organized thought has been accorded 
to the wide area of federal jurisprudence 
which it does not touch. 


Local Law as a Question of Fact. Whether 
local law is an issue of law or of fact, or a 
mixed issue of law and fact, is important 
only in terms of concrete corollary proposi- 
tions of procedure. These corollary prop- 
Ositions, the rules of law in operation, 
cannot be subsumed under either premise 
without losing much of their pragmatic 
value. A working system is usually inde- 
fensible in pure reason, Here some of the 
rules are stated and supertheory is left to 
the ether. 


This much at least is clear: where local 
law prevails, it is not to be deemed incor- 
porated by reference into the federal tax 
statute so as to become a matter of federal 
law. Rather, local law determines some 
ultimate fact which, in turn, determines lia- 
bility under the federal statute. 


It is hardly necessary to repeat here all 
that has been written on the application of 
the Erie Railroad case, supra, to pleading evi- 
dence, and burden of proof. 


The federal courts in tax cases, as in other 
fields of law, exercise a wide measure of 
judgment and discretion in their ascertain- 
ment of state law and are by no means 
bound to a mechanical or imitative technique. 
Actually, the net result is very frequently 
in terms of general common law concepts 
with local cases thrown in for appearance 
and good measure. There are, of course, 
specific problems peculiar to tax litigation 
which require particular mention. 


In the first place, the presumption attach- 
ing to the Commissioner’s findings embraces 
every link in the chain leading to the assess- 
ment. Thus local law may be presumed 
either to conform to or differ from general 
law, as may serve the interests of the 
Treasury in the special case. Since the tax- 
payer relies more often upon exceptions or 
peculiarities of his own local law, the Com- 
missioner is usually seen to resist these 
exceptions and to contend for propositions 
of general application. 


The cases show that there is virtually no 
limit to the types of evidence by which 
local law may be proved. Statutes, ordi- 
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nances, legislative history, decisions, text- 
books and law review articles are frequently 
referred to. It is interesting to note that 
judges’ common law background is reflected 
in their emphasis upon decisions rather than 
upon statutes. 

These considerations are intimately tied 
up with the burden of proof as it may fall 
in the particular case. Prior to Pearce v. 
Commissioner, 315 U. S. 543, the Supreme 
Court had established the rule as to burden 
of proof in alimony trust cases. 

Whether the Commissioner proceeded 
against the husband or the wife, the tax- 
payer had the burden of proof; but the 
husband was required to show by “clear 
and convincing proof” that his obligation of 
support had terminated while the wife had 
only to establish doubts and uncertainties 
as to discharge of the duty of support under 
local law. 


The Pearce case, supra, demonstrated how 
little this distinction could contribute to the 
development of a workable rule. The ma- 
jority of the Court proceeded to enlarge the 
area of the wife’s burden, rather than to 
permit her to profit by its previous holdings. 

The majority preferred to re-examine the 
Texas law and, finding that law uncertain as 
to the power of the local court to add to 
the husband’s obligations, nevertheless as- 
sessed the tax against the wife for lack of 
proof that the local court also had power 
to remake the particular consummated prop- 
erty settlement. Thus, as frequently occurs 
in the various fields of private law, a shift 
in the scope and burden of proof effected 
a shift in the applicable rule of substantive 
law. 


Availability of State Law. To what extent 
is the burden of proof met by production 
of a local judgment or decree determinative 
of the same set of facts? This question pre- 
sents no little embarrassment to the federal 
judiciary. 

On the one hand, there is the deference 
naturally owed to a state court and the 
respect due to the parties’ reliance upon by 
its decree. On the other hand, experience 
shows how frequently “constructions” are 
obtained upon the suggestion of the parties 
in proceedings which, if not collusive, are 
at least “friendly.” 

Then again, the federal courts, in cases not 
involving diversity of citizenship, are gener- 
ally reluctant to vie with state tribunals in 
the ascertainment of state law because the 
state judge is presumably better equipped 
for the task and because confusion must 
result from a conflict of views as to the local 
rule. Faced with this dilemma, the federal 
courts have usually accepted the state decree 
unless its collusive nature appeared on its 
face. 

A decree obtained ex parte or by consent 
of adversary parties should prove nothing; 
but one resulting from a seriously contested 
proceeding in which opposing interpreta- 
tions were argued or briefed is entitled to 
acceptance, even though secured during the 
pendency of the federal tax litigation and 
for use therein. 

Requirements in the tax court should in- 
clude: evidence of substantial opposition, at 
least to the extent of independent appear- 
ances by attorneys for parties having ad- 
verse interests or guardians ad litem for 
infants or incompetents; oral argument or 
submission of briefs; serious attention de- 
noted therein to the presently pertinent 
issue, so that it shall not have been disposed 
of merely en passant; necessity of determin- 
ing the particular issue, so that its disposi- 
tion will not be obiter. 

If the taxpayer can establish these four 
propositions, the decree should be accepted 
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as fixing local law. If he cannot, the pre- 
sumption attached to the Commissioner’s 
findings should not be rebutted by the decree 
alone. 

In the latter case, the decree remains evi- 
dentiary of the state rule, its weicht to be 
measured in terms of all the circumstances, 
including the prestige of the particular state 
court. The question here is not whether 
the issue was adjudicated in the sense of be- 
ing res judicata, but how it was adjudicated. 

The general rule is that the tax courts will 
give effect to executed transactions despite 
the Commissioner’s contention of their in- 
validity under state law. Nor may the tax- 
payer plead the illegality of his own executed 
transaction, of another’s transfer to him or 
of his transfer to another for an illegal 
executory consideration. 

Although the Commissioner cannot usu- 
ally raise the local Statute of Frauds as to 
executed sales, he is permitted to do so as 
part of a broader attack on the characteriza- 
tion of the transaction. 

But if the relations involved are of unim- 
peachable good faith, the tax courts will not 
disturb what the parties have done. 

There are, however, some instances in 
which the Treasury may rely on local law 
to invalidate completely executed transac- 
tions. These appear to fall into three princi- 
pal classes: those in which the transaction 
violates such a strong rule of local public 
policy as to offend the judicial conscience; 
those in which local law prevents the trans- 
action from being “closed,” as by giving an 
infant the right to revoke or rescind; and 
those in which local law prevents the tran- 
saction from coming into legal existence. 

Conflict of Laws. Assuming that the re- 
sult of a federal tax litigation is determined 
by local law, what local law governs? 

The ordinary rules of conflicts, as devel- 
oped in the nations of the western world, 
are highly abstruse and conceptual in nature 
and frequently inappropriate to such a prag- 
matic operation as the collection of taxes. 
What theories have evolved in the area of 
private international law are a compound 
of history, metaphysics, commercial con- 
venience, accident and public policy. 

Perhaps the strongest single influence has 
been the intellectual desire for symmetry. 
In any case, the rules and canons of con- 
flicts were not consciously designed to re- 
solve tax cases, and their effectiveness for 
that purpose is purely coincidental. 

The juridic developments of the last fif- 
teen years illustrate these remarks. Tax 
courts have, in constitutional cases affecting 
state jurisdiction, sharply modified the shape 
of traditional conflicts concepts, such as 
mobilia sequunter personam, uniqueness of 
domicile and the categorization of rents. 
As time goes by, there will be an extension 
of this process to choice of local law in 
federal tax litigation. 

It may be concluded that federal courts in 
tax cases employ the customary rules of 
conflicts but modified by the concept of 
economic situs and by devices designed for * 
ease of administration, such as the presump- 
tion of conformity of local law to the gen- 
eral rule. 

These factors can hardly be compartment- 
alized; they will inevitably leak over into 
other divisions of the law, and their realistic 
influence should be all to the good. 


Function of the Supreme Court. Three 
recent decisions, two in the field of taxation 
and the third in constitutional law, illustrate 
the subtleties in federal relations, created by 
local law. 

In the Pearce case, supra, the majority of 
the Supreme Court investigated and found 
its own version of Texas law. In the Stuart 
case, supra, the majority declined to re- 
examine the finding of the circuit court of 
apreals as to local law. In Public Utilities 
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Commission v. United Fuel Gas Compan 
317 U. S. 456, the majority made its ind 
pendent determination of Ohio law—by 
with explicit reluctance and only because ¢j 
the felt pressure of “public interest.” 

Every consideration in the normal ca; 
deters the Supreme Court from becomin, 

a Court of first instance for the determina 
Aa of the varied rules of local law pr 
vailing in the 48 states. 

In the first place, the circuit court is pr 
sumed to be well informed on the subje 
since the pertinent local law is usually th 
of a state within narticular circuit. Second) 
the Supreme Court cannot “make” stat 
law by its independent inquiry, but may en: 
barrass, offend, or confuse. Thirdly, tly 
task of finding local law is incompatabi 
with the business of the Court and with tk 
calibre of the issues which it consider 
Finally, there are 48 states, and their lay 
change and evolve from year to year. 


Thus practical considerations as well 
deference to federalism should induce th 
Court to refrain from determining local lay, 
however, temnting this task sometime 
may be. 


Fundamentally, the Supreme Court 3 
head of the administrative heirarchy cannq 
afford to expend its energies on mere re 
production or repetition of the functions ¢ 
subordinate bodies. 


With respect to the topic under discus 
sion, its business consists first of the dis 
position of those matters of local law whic 
materially affect the federal tax system, ani 
second, of furnishing standards of guidance 
to the remainder of the assessment me 
chinery. It is to be hoped that it will per 
form these functions in the instant field, 
it has done elsewhere. 


Promotion of Uniformity. What are the 
sources from which greater uniformity ma 
be expected to flow? 


There are a number of situations which, 
as Randolph Paul has said, afford “an ob 
vious opportunity for Congress to indicat 
more specifically, by the very language 1 
the federal statute, whether state law is ti 
be respected or ignored.” 

The insertion of a simple phrase, such # 
“under applicable law,” at the right plat! 
in a revenue act will sufficiently indicate ir 
tent to point to local law. 

On the other hand, if Congress desire 
to ignore local differences and distinctions 
a statement to that effect in the committt 
reports will usually suffice. 

On the adjective side of the question, i 
may be said that the creation of a sing 
appellate tax court would undoubtedly pre 
mote uniformity. 


As for the Supreme Court, it should mak 
every effort to give special guidance as ! 
choice of local law in federal tax cases. Thij 
it seems, should be done as explicitly 4 
possible. These rules should be gener 
in form and may be entirely free of loce 
theories and eccentricities. 


What will best promote uniformity is tht 
everlasting centripetal push within the Unite! 
States. From state to state, the process 0 
coalescence becomes daily more appareti 
as does the increasing artificiality of loc 
boundary lines. This remedy is slow bil 
equally inevitable. 

Historic processes should be cultivated 
not rushed. The time has hardly come ¢! 
ignore in taxation the very real interests att 


relations which prevail in all other domest! 
activities. 


Local law is frequently the expression 0 
profound phychological habits, from whit 
men may be induced, but not compelled, ‘ 
depart. In due course the consolidation @ 
classes and the perception of national unit) 
will erase these differences. 
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STATE TAX CALENDAR 


ALABAMA 
February 1—— 
Automobile dealers’ reports due. 
Corporation permit application due. 
Public utility inspection fees due. 
February 10—— 
Automobile dealers’ reports due. 
Oil and gas conservation tax due. 
Reports of wholesalers, distributors and re- 
tailers of alcoholic beverages due. 
Tobacco wholesalers and jobbers report 
due. 
Tobacco use tax reports and payment due. 


February 15—— 


Carriers’, warehouses’ and transporters’ 
gasoline tax reports due. 
Carriers’, warehouses’ and transporters’ 


lubricating oils tax reports due. 
Motor carriers’ mileage tax reports and 
payment due. 


February 20—— 

Automobile dealers’ reports due. 

Coal and iron ore mining tax reports and 
payment due. 

Gasoline tax and reports due. 

Lubricating oils tax reports and payment 
due. 

Motor fuel tax reports and payment due. 

Sales tax reports and payment due. 


ARIZONA 

February 5—— 

Alcoholic beverage licensees’ reports due. 
February 15—— 

Gasoline tax reports and payment due. 

Gross income reports and payment due. 

Motor carriers’ reports and taxes due. 
February 25—— 

Motor fuel carriers’ reports due. 


ARKANSAS 
February 10—— 
Alcoholic beverage reports and tax due. 
Cigarette salesmen’s and wholesalers’ re- 
ports due. 
Motor fuel carriers’ reports due. 
Natural resources severance taxes and re- 
ports due. 
Statements of purchases of natural re 
sources due. 
February 15—— 
Oil and gas reports and payment due. 
Reports of wholesale distributors of light 
wines and beer due. 
Statements of wine manufacturers due. 
February 20—— 
Gross receipts tax and reports due, 
Use fuel tax and reports due. 
February 25—— 
Motor fuel tax and reports due. 
Motor vehicle report due. 


CALIFORNIA 
February 1—— 

Beer and wine reports and taxes due. 

Gasoline tax due. 

February—Ten Days after First Monday—— 

Oil and gas production tax reports due. 

February 15—— 

Distilled spirits tax and reports due. 

Gasoline tax reports due. 

Personal income tax information returns 
and remittances of amounts withheld 
due. 

Use fuel taxes and reports due. 

February 20—— 
Motor carriers’ gross receipts tax due. 


COLORADO 

February 5—— 

Motor carriers’ tax due. 
February 10—— 

Motor carriers’ reports due. 
February 14—— 

Sales tax reports and payment due. 

Use tax reports and payment due. 
February 15—— 

Coal mine owners’ reports due. 

Coal tonnage tax reports due. 

Income tax information returns due. 

Service tax reports and payment due. 


February 25—— 

Gasoline tax reports and payment due. 
February 29—— 

Property tax (first installment) due. 


CONNECTICUT 
February 1—— 
Gasoline tax due. 
February 10—— 

Cigarette distributors’ monthly inventory 

reports due. 
February 15—— 

Gasoline tax reports due. 

Reports and fees due from foreign corpo- 
rations organized between January 1 and 
June 30. 

February 20—— 

Alcoholic beverage tax reports and pay- 

ment due. 
February 28—— 
Motor vehicle registration fees due. 


DELAWARE 
February 15—— 

Filling stations’ gasoline tax reports due. 
Manufacturers and importers of alcoholic 
beverages—reports due. 
Resident wholesale dealers’ 

port and tax due. 
February 29—— 
Carriers’ gasoline tax reports due. 
Distributors’ gasoline tax reports and pay- 
ment due. 


monthly re- 


DISTRICT OF COLUMBIA 
February 1—— 
Public utilities reports due. 
February 10—— 

Licensed manufacturers, retailers and 
wholesalers of alcoholic beverages—re- 
ports due. 

Licensed manufacturers and wholesalers of 
beer—reports due. 

February 15— 
Beer tax due. 
February 25—— 
Gasoline tax reports and payment due. 


FLORIDA 
February 10-—— 
Agents’ cigarette tax reports for preceding 
month due. 





Inventory tax amd report for seasonal 
stores due. 
Manufacturers’ and dealers’ alcoholic bev- 
erage reports due. 
February 15—— 
Carriers’ gasoline reports due. 
Gasoline tax reports and payment due. 
Motor vehicle fuel use tax and reports due. 
Transporters’ and carriers’ alcoholic bev- 
erage reports due. 
February 28—— 
Last day to file annual renewal statements 
and certificates of investments by insur- 
ance companies. 


GEORGIA 
February 1—— 
Motor vehicle registration fees due. 
February 10—— 
Carriers’ reports and records due. 
Tobacco wholesale dealers’ reports due. 
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February 15—— 
Malt beverage tax reports and payment 
due. 
February 20—— 
Gasoline tax reports and payment due. 


IDAHO 
February 10—— 
Beer dealers’ reports due. 
February 15—— 
Electric power company reports and taxes 
due. 
Gasoline tax reports and payment due. 


ILLINOIS 
February 10—— 
Motor carriers’ mileage tax due. 
February 15—— 
Cigarette tax returns due. 
Last day to make alcoholic beverage re- 
ports. 
Public utility tax and reports due. 
Sales tax reports and payment due. 
Warehousemen’'s reports on alccholic bev- 
erages due. 
February 20—— 
Gasoline tax reports and payment due. 
Oil producers’ or managers’ reports due. 
February 28—— 
Last day to file franchise tax statements. 
February 29—— 
Transporter’s gasoline tax reports due. 


INDIANA 
February 15—— 
Fuel use tax reports and payment due. 
February 20—— 
Bank share tax due. 
Banks’ and trust companies’ 
tax due. 
Building and loan associations’ intangibles 
tax reports and payment due. 
February 25—— 
Gasoline tax reports and payment due. 
February 28—— 
Motor vehicle registration fees due. 


intangibles 


IOWA 
February 1—— 
Coal mine reports due. 
Corporation report delinquent on this 
date. 
Freight line and equipment company prop- 
erty taxes due. 
February 10—— 
Carriers’ gasoline tax reports due. 
Cigarette vendors’ reports due. 
Class A permittees’ beer tax reports and 
payment due. 
February 20—— 
Gasoline tax reports and payment due. 


KANSAS 
February 1—— 
Motor vehicle registration fees due. 
February 10—— 
Malt beverage reports and taxes due. 
February 15—— 
Carriers’ gasoline tax reports due. 
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Compensating tax reports and payment 
due. 
Motor carriers’ gross ton mileage tax re- 
ports and payment due. 
February 20—— 
Sales tax reports and payment due. 
Special fuel use tax reports and payments 
due. 
February 25—— 
Gasoline tax reports and payment due. 













KENTUCKY 
February 1—— 
Income tax information returns of non- 
taxable distributions due. 
February 10—— 
Amusement and entertainment tax and re- 
ports due. 
Cigarette tax reports due. 
Refiners’ and importers’ gasoline tax re- 
ports due. 
February 15—— 
Aircraft fuel used in interstate commerce— 
last day to file claim for refund. 
Alcoholic beverage reports due. 
Motor vehicle fuel (other than gasoline) 
reports and payment due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts tax reports 
and payment due. 
February 20—— 
Oil production tax reports and payment 
due. 
February 28—— 
Dealers’ and transporters’ gasoline tax re- 
ports and payment due. 


LOUISIANA 
February 1—— 
Chain store tax reports due. 
Domestic corporation reports due. 
Public utility license and pipe line trans- 
portation tax due. 
Wholesalers’ tobacco reports due. 
February 5—— 
Motor vehicle registration fees due. 
February 10—— 
Importers’ gasoline tax reports and pay- 
ment due. 
Importers’ kerosene tax reports due. 
Importers’ lubricating oils reports due. 
Light wine and beer importers’ reports 
due. 
February 15—— 
Carriers’ gasoline tax reports due. 
Carriers’ kerosene tax reports due. 
Carriers’ light wine and beer reports due. 
Carriers’ lubricating oils reports due. 
Income tax information returns due. 
Intoxicating liquor manufacturers’ 
dealers’ reports due. 
Wholesalers’ and retailers’ tobacco tax re- 
ports due, 
February 20—— 
Dealers’ gasoline tax reports and payment 
due. 
Dealers’ kerosene tax reports and payment 
due. 
Fuel use tax reports and payment due. 
Light wine and beer manufacturers’ and 
dealers’ tax reports due. 
——e oils tax due; dealers’ reports 
ue. 
= Orleans sales and use tax and reports 
ue. 
Petroleum solvents reports due. 
State sales and use tax returns and pay- 
ments due. 


TAXES—The Tax Magazine 


and 





MAINE 


February 10—— 


Manufacturers and wholesalers of malt 
beverages—reports due. 
February 15—— 
Use fuel tax and reports due. 


February 28—— 


Gasoline tax and reports due. 


MARYLAND 
February 10—— 
Admissions tax payment due. 
February 15—— 
Income tax information returns due. 
February 28—— 
Beer tax reports and payment due. 
Gasoline tax reports and payment due. 
Motor fuel purchasers in cargo lots—re- 
ports due. 


MASSACHUSETTS 
February 10—— 
Alcoholic beverage tax reports and pay- 
ment due. 
Public utility tax returns due. 
February 15—— 
Cigarette distributors’ 
due. 
February 28—— 
Gasoline tax reports and payment due. 


taxes and reports 


MICHIGAN 
February 1—— 
Gas and oil severance tax reports and pay- 
ment due. 


Banks and trust companies’ intangible tax 
information returns due. 
February 5—— 
Carriers’ gasoline tax reports due. 
February 15—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 































February 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
Gas and oil severance tax reports and pay- 
ment delinquent. 
February 28—— 
Motor vehicle registration fees due. 


MINNESOTA 
February 1—— 
Annuity income tax and information re- 
turns due. 
Express, freight line, sleeping car, tele- 


graph and telephone company gross 
earnings returns due. 
Iron severance royalty tax reports due. 
Railroads’ leased freight car reports due. 
February 10—— 
Brewers’, manufacturers’ and wholesalers’ 
alcoholic beverage reports due. 
February 15—— 
Interstate motor carriers’ mileage tax due. 
Railroads’ semi-annual gross earnings re- 
ports due. 
February 23—— 
Diesel fuel reports of sales and purchases 
due. 
Distributors’ and special use fuel reports 
and payments due. 
February 25—— 
Dealers in farm tractor fuels reports and 
payment due. 
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MISSISSIPPI 
February 1—— 
Property tax (first semi-annual install- 
ment) due. 


February 5—— 

Factory reports due. 
February 10—— 

Admissions taxes and reports due. 
February 15—— 

Gasoline tax reports and payment due. 

Manufacturers,’ distributors’ and whole- 
salers’ tobacco reports due. 

Retailers’, wholesalers’ and distributors’ 
and common carriers’ light wines and 
beer reports due. 

Sales taxes and reports due. 

Timber severance taxes and reports due. 

Use tax reports and payment due. 

February 28—— 
Insurance companies’ premiums 
(semi-annual) and reports due, 


taxes 









MISSOURI 

February 5—— 

Non-intoxicating beer permittees’ 

due. 

February 15—— 

Alcoholic beverage reports due. 

Kansas City property tax returns due. 

Retail sales tax reports and payment due. 
February 25—— 

Use fuel tax and returns due. 
February 28—— 

Gasoline reports and tax due. 

Soft drinks tax reports and payment due. 


reports 


MONTANA 
February 1 
Motor vehicle registration and fees due. 
February 15—— 
Brewers’ and liquor wholesalers’ tax re- 
ports and payment due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 
February 20—— 
Producers’, transporters’, dealers’ and re- 
finers’ crude petroleum reports due. 
















NEBRASKA 

February 1—— 
Motor vehicle registration and fees due. 

February 15—— 

Alcoholic beverage manufacturers’ 
wholesale distributors’ reports due. 
Gasoline tax reports and payment due. 
Imitation butter reports and taxes due. 














and 













NEVADA 
February 1—— 
Insurance agents’ and brokers’ licenses ex- 
pire. 


Petroleum products reports and fees due. 
February 15—— 
Carriers’ motor vehicle fuel reports due. 
February 25—— 
Dealers’ gasoline tax reports and payment 
due. 
Fuel users’ tax reports and payment due. 


NEW HAMPSHIRE 

February 10—— 

Alcoholic beverage reports and taxes due. 
February 15—— 

Use fuel tax and reports due. 
February 29—— 

Carriers’ reports of motor fuel deliveries 

due. 
Distributors’ gasoline tax and reports due. 





NEW JERSEY 





February 1 
Bank share tax (quarterly installment) 
due. 


Property tax (quarterly installment) due. 
Public utilities using streets—gross re 
ceipts tax reports due. 
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February 10—— 

Busses and jitneys in municipalities—gross 
receipts reports and taxes due. 

Interstate busses—excise taxes and reports 
due. 

February 15—— 

Manufacturers,’ distributors’, transporters’, 
warehousemen’s and importers’ alcoholic 
beverage taxes and reports due. 

February 20—— 

Retailers’ alcoholic beverage reports and 

taxes due. 





February 28—— 
Carriers’ gasoline tax reports due. 
Distributors’ gasoline taxes and reports 
due. 


NEW MEXICO 
February 1—— 
Mineral property reports due. 
February—First Monday—— 
Railroad, telegraph, telephone, and trans- 
mission or pipe line company property 
tax returns due. 
February 15—— 
Occupational gross income tax reports and 
payment due. 
Oil and gas severance gross production re- 
ports due. 
Severance taxes and reports due. 
February—Third Monday—— 
Railroad rolling stock property tax returns 
due. 
February 20—— 
Motor carriers’ reports and taxes due. 
February 25—— 
Gasoline taxes and reports due. 
Use or compensating taxes and reports 
due. 


NEW YORK 
February 15—— 
Information returns and remittances of 
amounts withheld due. 
Transportation and transmission compa- 
nies’ additional taxes and reports due. 
February 20—— 
Alcoholic beverage taxes and reports due. 
February 25—— 
New York City conduit company taxes and 
reports due. 
New York City public utility excise taxes 
and returns due. 
February 28—— 
Gasoline tax reports and payment due. 
Insurance company premiums taxes and re- 
ports due. 
Water, electric, gas, etc., companies’ taxes 
and reports due. 


NORTH CAROLINA 
February 1—— 
Bank share tax delinquent. 
General property taxes delinquent. 
February 10—— 
Carriers’ gasoline tax reports due. 
Railroads’ alcoholic beverage taxes and re- 
ports due. 
Unfortified wine additional tax and re- 
ports due. 
February 15—— 
Last day to make semi-annual reports and 
pay insurance company premiums taxes. 
Sales tax reports and payment due. 
Spirituous liquor taxes due. 
Use tax reports and payment due. 
February 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
Franchise carriers’ and haulers’ taxes and 
reports due. 


NORTH DAKOTA 
February 1 
Cigarette distributor’s report due. 
Oil reports and fees due. 
February 15—— 
Alcoholic beverage transactions taxes and 
reports due. 
Gasoline tax reports and payment due. 
Interstate motor carriers’ tax due. 
Railroad and telephone companies’ prop- 
erty tax reports due. 





OHIO 
February 1—— 
Report to Department of Industrial Rela- 
tions due. 


February 10—— 
Admissions taxes and reports due. 
Class A and B permittes’ alcoholic beverage 
reports due. 
February 15—— 
Cigarette use taxes and reports due. 
Grain handling tax and report due. 
Property tax and return due. 
February 20—— 
Dealers’ gasoline tax reports due. 
February 28—— 
Carriers’ gasoline tax reports due. 
Gasoline tax due. 


OKLAHOMA 
February 1—— 
Oil, gas and mineral gross production taxes 
and reports due. 
February 5—— 
Operators’ reports of mines other than coal 
due. 
February 10—— 
Airports’ gross receipts taxes and reports 
due. 
Non-intoxicating alcoholic beverage taxes 
and reports due. 
February 15—— 
Carriers’ gasoline tax reports due. 
Gasoline taxes and reports due. 
Information returns under income tax due. 
Sales taxes and reports due. 





February 20—— 
Carriers’ use fuel tax reports due. 
Coal mine operators’ reports due. 
Diesel fuel oil taxes and reports due. 
Use tax reports and payment due. 
Sales’ tax payment due. 
February 28—— 
Fur dealers’ reports due. 
Intangible personal property of public 
service corporations and railroads listed. 
Property statement of public service com- 
panies due. 


OREGON 
February 10—— 
Oil production tax reports and payment 
due. 
February 15—— 
Income tax information returns due. 
February 20—— 
Alcoholic beverage taxes and reports due. 
Motor carriers’ taxes and reports due. 
Use fuel tax and report due. 
February 25—— 
Gasoline tax and report due. 


PENNSYLVANIA 
February 1—— 
Last day to file public utility reports and 
pay taxes. 
Motor carriers’ gross receipts taxes and 
reports due. 


February 10—— 
Importers’ spirituous and vinous liquor re- 
ports due. 
Malt beverage reports due. 
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February 15—— 

Bank share tax reports due. 

Employers’ returns of tax withheld at 
source due under Philadelphia income 
tax. 

Manufacturers’ alcoholic beverage taxes 
and reports due. 

February 28—— 
Gasoline tax reports and payment due. 


BHODE ISLAND 
February 1—— 
Reports due from owners of ships in for- 
eign commerce. 
February 10—— 
Manufacturers’ alcoholic beverage reports 
due. 
Tobacco products tax reports due. 
February 15—— 
Gasoline taxes and reports due. 
Unincorporated business tax returns and 
taxes due. 
February 29—— 
Last day to file annual corporation reports. 


SOUTH CAROLINA 





February 1 

Last day to file billiards license tax. 

February 10—— 

Admissions taxes and reports due. 

Beer and wine wholesalers’ reports due. 

Last day to file public utilities and power 
tax returns and make payment. 

February 20—— 

Motor fuel taxes and reports due. 

Gasoline taxes and reports due. 

Last day for telegraph, express, sleeping 
car and telephone companies to deliver 
property statement. 

February 28—— 

Last day to file corporation license tax re- 
ports. 

Last day to make public utility franchise 
tax returns. 


SOUTH DAKOTA 
February 1 
Passenger motor carriers’ taxes due. 
February 15—— 
Alcoholic beverage sales. reports due; tax 
due thirty days hence. 
Gasoline tax reports due; tax due thirty 
days hence. 
February 28—— 
Foreign corporation reports and fees due. 





TENNESSEE 
February 1—— 
Cottonseed oil mill reports due. 
Milk and cream buyer’s and frozen dessert 
‘ manufacturer’s reports due. 
Dairy products return due. 
February 10—— 
Barrel tax on beer due. 
Carriers’ gasoline tax reports due. 
Cigarette distributors’ reports due. 
Last day to make alcoholic beverage re- 
ports. 
February 15—— 
Mines’ annual statistical reports due. 
Reports due on fuel used in internal com 
bustion engines. 
February 20—— 
= gasoline taxes and reports 
ue. 
Liquid carbonic acid gas tax due. 





TEXAS 


February 15—— 


Oleomargarine dealers’ taxes and reports 
due. 


STATE TAX CALENDAR 





February 20—— 
Gasoline taxes and reports due. 
Liquefied gas and liquid fuel use tax and 
reports due. 
Motor fuel and use fuel tax and reports 
due. 
Oil and gas well servicers’ 
gross receipts taxes due. 
February 25—— 
Carbon black production taxes and reports 
due. 
Natural gas production taxes and reports 
due. 
Oil production taxes and reports due. 
Theatres’ prizes and awards taxes and re- 
ports due. 


reports and 


UTAH 
February 10—— 
Carriers’ use fuel tax reports due. 
Liquor licensee’s reports due. 
Mining occupation tax returns due. 
Mining property tax returns due. 
February—Second Monday—— 
Public utility property tax returns due. 
February 15—— 
Income tax information returns due. 
Use fuel tax and reports due. 
February 25—— 
Carriers’ reports of motor fuel deliveries 
due. 
Distributors’ and dealers’ gasoline reports 
and tax due. 
February 28—— 
Motor vehicle registration fees due. 


VERMONT 
February 10—— 
Alcoholic beverage taxes and reports due. 
February 15—— 
Electric light and power company reports 
and taxes due. 
Income tax information returns due. 
February 28—— 
Insurance company premiums tax due. 
Last day for domestic banks to pay semi- 
annual installment of deposits tax. 
February 29—— 
Gasoline taxes and reports due. 


VIRGINIA 
February 1—— 
Bank share tax reports due. 
February 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
reports due. 
February 20—— 
Carriers’ gasoline tax reports due. 
Gasoline taxes and reports due. 
Use fuel tax and reports due. 


WASHINGTON 
February 10—— 
Distillers’, brewers’, manufacturers’ 
wineries’ tax reports due. 
February 15—— 
Butter substitutes taxes and reports due. 
Carriers’ gasoline tax reports due. 
[Insurance company gross premiums tax 
returns due. 
February 20—— 
Use fuel oil tax and reports due. 
February 25—— 
Gasoline taxes and reports due. 


and 


WEST VIRGINIA 
February 10—— 


Alcoholic beverage taxes and reports due. 


TAXES—The Tax Magazine 


February 15—— 

Sales taxes and reports due. 
February 29—— 

Gasoline tax and reports due, 


WISCONSIN 
February 10—— 
Alcoholic beverage tax reports due. 
Tobacco products tax returns due. 
February 15—— 
Railroad and street railway semi-annual 
gross receipts reports due. 
February 20—— 
Gasoline and diesel fuel taxes and reports 
due. 
February 28—— 
Privilege dividend taxes and returns due. 
Real and personal property taxes due. 
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WYOMING 
February 10—— 
Annual report of railroads to county as- 
sessors due. 
Carriers’ gasoline tax reports due. 
February—Second Monday 
Last day to file mine products tax returns. 
February 15—— 
Dealers’ gasoline tax and reports due. 
Sales taxes and reports due. 
Use taxes and reports due. 
Wholesaler’s gasoline tax and reports due. 
February 20—— 
Motor carriers’ taxes and reports due. 


FEDERAL TAX CALENDAR 
February 1—— 

Last day to file ownership certificates with 
withholding agents where bond interest 
is exempt or excess tax was withheld in 

1942. Form 1000. 

Return of corporate distributions during 
1943 claimed to be nontaxable. Forms 

1096, 1099. 

February 10—— 

In the case of an employer who during 
January withheld more than $100 from 
wages under Code Sec. 1622, due date 
to pay ameunts withheld to authorized 
depository. 

February 15—— 

Annual information returns of salaries, 
dividends and other payments. Forms 
1096, 1099. 

Annual information return of banks and 
brokers on customer security or com- 
modity sales of $25,000 or more. Forms 
1100, 1100A. 

Corporation income tax and excess profits 
tax returns due for fiscal year ended 
November 30. Forms 1120 and 1121. 

Entire income-excess profits tax or first 
quarterly installment due on returns for 
fiscal year ended November 30. Forms 
1040, 1041, 1120, 1121, 1120H, 1120L. 

Entire income tax or first and second quar- 
terly installments due under general ex- 
tension (citizens abroad, etc.) for fiscal 
year ended August 31, with interest at 
6% from November 15 on first install- 
ment, Form 1040 or 1120. 

Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended August 31. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 

Fiduciary income tax return due for fiscal 
year ended November 30. Form 1041. 

Foreign partnership return of income due 
by general extension for fiscal year end- 
ed August 31. Form 1065. 
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Individual income tax returns due by gen- 
eral extension for fiscal year ended Au- 
gust 31, in case of American citizens 
abroad. Form 1040. 

Individual income tax return due for fiscal 
year ended November 30. Form 1040. 
Last quarterly income tax payment due on 
returns of nonresidents for fiscal year 
ended August 31, 1941. Forms 1040B, 

1040NB, 1040NB-a, 1120NB. 

Life insurance company income tax re- 
turns due for fiscal year ended November 
30. Form 1120L. 

Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for January. 
Form 957. 

Nonresident alien individual income tax 
return due for fiscal year ended August 
31. Form 1040B. 

Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended August 31. Forms 
1040NB, 1040NB-a. 

Nonresident foreign corporation income 
tax return due for fiscal year ended Au- 
gust 31. Form 1120NB. 

Partnership return of income due for fiscal 
year ended November 30. Form 1065. 
Resident foreign corporations and domes- 
tic corporations with business and books 
abroad or principal income from U. S. 
possessions—returns due for fiscal year 
ended August 31, by general extension. 

Forms 1120 and 1121. 

Second quarterly income-excess profits tax 
payment due for fiscal year ended Au- 
gust 31, except in the case of taxpayers 
under the Current Tax Payment Act. 
Forms 1040, 1041, 1120, 1120H, 1120L, 
1121. 

Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended May 31. Forms 1140B, 1120H, 
1120L, 1120NB. 

Stockbrokers’ monthly return of stamp ac- 
count due for January. Form 838. 

Third quarterly income-excess profits tax 
payment due for fiscal year ended May 
31. Forms 1040, 1041, 1120, 1120H, 1120L, 
1121. 


February 21—— 
Monthly information return of ownership 
certificates and income tax to be paid at 
source on bonds due for January. Form 
1012. 


February 28—— 

Admissions, dues and safety deposit box 
rentals tax due for January. Form 729. 

Excise taxes on electrical energy, tele- 
graph and telephone facilities, transpor- 
tation of oil by pipe line, and passenger 
transportation due for January. Form 
727. 

Excise taxes on lubricating oils, matches, 
and gasoline due for January. Form 
726. 

Excise taxes on sales due for January. 
Form 728. 

Processing taxes on oils due for January. 
Form 932. 

Retail dealers’ excise tax and returns due 
for January on jewelry, etc., furs and 
toilet preparations. Form 728a, } 

Sugar (manufactured) tax due for Jan- 
uary. Form 1 (Sugar). 

Tax on bowling alleys, billiard and pool 
rooms and coin operated amusement and 
gaming devices due for January, if lia- 
bility incurred. Form 11B. 








